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PREFACE 


The post-war economic troubles of this country have served 
to focus attention on the study of Business Administration 
as a means of improving the theoretical training of the aspirant 
to administrative responsibility in business and of thereby 
raising the efficiency of management. The literature of the 
subject, even in Great Britain, is now extensive, but varies 
widely in its purpose. On the one hand, there are detailed 
expositions of business systems and procedures which, whatever 
their value to the seasoned practitioner, are of little assistance 
to the student without practical experience. On the other 
hand, there are general introductions which, in an attempt to 
meet certain types of examination requirements, cover a range 
of topics so wide as to leave the reader without any coherent 
body of principles as a result of his study. 

A new setting for management training has been provided 
by the Urwick Report on Education for Management. The 
present work was largely written before the publication of 
this report, but it is felt that the method of approach here 
adopted is substantially in sympathy with the plea put 
forward for greater attention to the study of principles at 
the introductory stages. The aim of the present book is to 
provide a survey of some of the principal problems of modem 
business in the light of economic principles. Such an approach 
seems to hold the greatest promise of providing a comprehensive 
foundation upon which more specialized study can be based. 

In the preparation of this work for publication, I owe a 
special debt of gratitude to Dr. Eric Thompson who originally 
provided the opportunity for starting the work and, but for 
whose friendly encouragement, it might never have been 
finished. Fo Mr. F . Maelgwyn Davies of the University 
College of Wales, Aberystwyth, I am indebted for reading 
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the manuscript and for giving me the benefit of his experience 
of the retail trade. Finally, I have to thank my friend, Mr. 
Charles F. Shepherd, A.L.A., of the Cardiff Central Library, 
for an unfailing ability to meet requests for books—requests 
which often could be satisfied only at the expense of much 
trouble and inconvenience to himself. 

Noel Branton 

Glasgow 

March , 1948 x 
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CHAPTER I 


INTRODUCTION 

The study of Business Administration would appear in 
practice to be approached from two points of view. In the 
first place it is considered from the standpoint of general 
business organization, and resolves itself into a study of 
the purpose of such organization, the forms which it 
assumes under practical business conditions and the reasons 
for the variation in form w r hich is found to exist. In 
this interpretation, therefore, it is concerned with structural 
problems—with the development of a system of relation¬ 
ships capable of coping with a series of expected situations, 
with modifications of this structure to meet new situations 
not originally visualized, and with the analysis of the 
functional relationships of the various parts of the complex 
structure. Some writers draw a distinction in this connec¬ 
tion between " administration ** and “ management/* the 
“ administration '* being responsible for the ultimate direc¬ 
tion and control, whilst the " management ** acts always 
subject to this direction. Thus Sheldon 1 says : “ In general 
terms, it (i.e. administration) is the task of guiding and 
co-ordinating a business as distinct from the supervision and 
execution of everyday duties in the business/* In this 
sense, therefore, administration appears to be the work of 
the entrepreneur. Unhappily, however, terminology is very 
far from standardized in this field, and we find Mr. C. I. 
Barnard 2 defining “ executive ** work in much the same 
sense as Mr. Sheldon speaks of administration, namely, 
“ the specialized work of maintaining the organization in 
operation.** Difficulties arise, however, if we attempt to 
assign these different functions to specific persons in the 
business unit, since it speedily becomes evident that no 
such clear-cut demarcation exists in practice, particularly 
in the case of smaller firms which, after all, are the 

1 Factory Organization, pp. 20-21. 

*Th$ Functions of the Executive, p. 215. 
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most numerous . 1 This point will be taken up later. 

A second approach to the study o t business administration 
is that of the analysis of business methods or policy. Here, 
we turn outwards from the problems of internal structure and 
deal with the system of relationships established with other 
units and agencies of the market. In this connection we are 
confronted with questions of the engagement and treatment 
of labour, the methods of business finance, sales methods and 
policies, and the like. In such matters we find ourselves 
confronted by an extreme diversity of practice which can be 
accounted for only in part by the varying requirements of 
different businesses. The excessive secrecy with which many 
business men cloak every aspect of their business practice is 
a contributory factor to this situation, with which must also 
be coupled a certain lack of logic and a lack of knowledge. 
The rule of precedent is prone to be established in business 
as elsewhere and practices are liable to continue in being long 
after circumstances have rendered them inappropriate or even, 
on occasion, where they have never been appropriate. This 
is most likely, of course, where the pressure of competition is 
not such as to compel a continuous review of business practices 
and where being " behind the times ” imposes no very drastic 
penalty on the firm. The aim of business administration in 
this connection is to analyse the theoretical bases of such 
policies in order to determine their appropriateness or other¬ 
wise. We often have to treat with much circumspection the 
justifications given by business men for the policies which 
they adopt. Cases are not uncommon where the occurrence 
of a certain business situation is met by action on the part 
of the business man which is perfectly correct, though the 
wrong reason is given in explanation of it ! 2 

J The line of division is probably most clearly distinguishable in the joint stock 
company—particularly the large company—and it is noteworthy that most 
writers tacitly assume such a form in their examples. Mr. C. I. Barnard, however, 
points out that ‘ ‘ Probably all executives do a considerable amount of non-execu¬ 
tive work. Sometimes this work is more valuable than the executive work they 
do. This intermixture of functions is a matter of convenience and often of economy 
because of the scarcity of abilities." The Functions of the Executive, pp. 215-6. 

2 See, for example, Mrs. Joan Robinson, The Economics of Imperfect 
Competition, pp. 72-3. A classical example is afforded by the Bank of 
England in the course of its evolution as a central bank. It has been said 
that " The Bank’s spokesmen showed a flair for hitting on the right measures, 
but for advancing the wrong theoretical explanations of their actions." 
The Economist, 29th July, 1944, p, 148. 
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Clearly, business administration can be studied fruitfully 
only from practical data provided by business enterprise 
itself, but this involves the use of some method of overcoming 
the attitude of secrecy on the part of business men. One 
method which has been adopted to this end is the pooling 
of statistical information through some anonymous channel 
such as a trade association, a central bank, or a university 
research department, where individual firms have an assurance 
that no disclosure of their figures will be made. Thus, in 1930, 
the Harvard Business School was said to have received profit 
and loss statements and balance sheets from more than 700 
departmental stores, and similar data from about 80 chain 
grocery companies. In this country we have the figures 
collected by the Incorporated Association of Retail Distributors 
in conjunction with the Bank of England and the London 
School of Economics. In this connection. Sir Arnold Plant 
told the Royal Statistical Society in 1935 of the growing 
willingness of large retail firms to abandon their traditional 
concern for secrecy as soon as a plan of collaboration could 
be provided for them which did not reveal the identity of 
the collaborating firms. The Incorporated Association of 
Retail Distributors has willingly co-operated in a most 
detailed annual inquiry into operating costs. Under the 
safeguard of a coding system, a sample of £50 millions of 
turnover was included each year. In 1934, the drapers 
asked to come in, and 188 firms were included in the first 
year’s inquiry. 1 

Government inquiries by way of Departmental Committees 
and Royal Commissions may provide data, particularly when 
full details of written and oral evidence are published. These 
inquiries may be directly concerned with questions of business 
policy as was the case with the series of reports under the 
Profiteering Act, 1919, the Lord Chancellor’s Committee on 
Trade Practices in 1931, and the Retail Trade Committee 
set up in 1941. On the other hand, information on business 
practices may be obtained more or less incidentally as a by¬ 
product of some other inquiry. The value of data obtained 
in this way varies enormously. It depends on the degree of 
authority possessed by the official body making the inquiry, 

1 Journal of the Royal Statistical Society, Vol. XCVIII, Part III, 1935. 
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the willingness of witnesses to give information, 1 and the 
ability of the members of the committee to ask the right 
questions. This method of procuring information suffers 
from the defect of being discontinuous, and the facts obtained 
become unreliable with the passage of time. 

Another plan is the case method of inquiry and investigation. 
Cases are collected at first-hand from the firms actually 
confronted with the problems chosen for discussion. Since 
the case method requires the essential facts of business 
situations, it is not concerned with trade secrets, confidential 
material and the like ; private matters are never disclosed 
and strict anonymity is preserved wherever the firm providing 
material so desires. The method was developed by the 
Harvard Business School and has spread to many other 
American teaching institutions. In this country it is used 
mainly by the Department of Business Administration of the 
London School of Economics. An inherent danger of the 
method is that of treating situations as analogous where, in 
fact, they are not. It is not always possible to get all the 
facts relevant to a particular case and this omission may be 
important with the result that an action which is appropriate 
in one instance is not suitable in another case which, super¬ 
ficially, appears to be exactly the same. 

A further line of approach is through the device of Manage¬ 
ment Research Groups. These are groups of business men 
formed for the discussion of practical problems. In order 
that discussion may take place freely, each group is made up 
of representatives of firms in different fields of industry, so 
that it is composed of people who are not competing directly 
against one another. In this way, discussion is likely to be 
more free since there is less fear of “ giving away secrets.” 
Experience has shown that, in order that firms may obtain 
the maximum results from such an exchange of experiences, 
they should be of comparable size, and should be faced with 
a range of similar or analogous problems. The larger firms 
have made greatest use of this method in Great Britain, but 

*An outstanding example of this lack of co-operation was the refusal of 
the leading meat importing companies to assist in the Anglo-Argentine Meat 
Inquiry in 1938. There were paralleled instances in connection with the 
Safeguarding of Industries Inquiries. See Capt. Wedgwood Benn, The 
Economic Journal, Vol. XXXII, p. 408. 
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the membership also includes a number of medium-sized and 
small firms. 

Another instrument for the collection of information of 
value in the study of business administration is the Trade 
Association. We shall have occasion at a later stage to review 
somewhat critically certain of the activities of these bodies, 
but work of this character is unexceptional and is a con¬ 
structive function of considerable value, firstly to the industry 
itself, and secondly, to the outside student of business practice. 
Unfortunately much of the work of these bodies has merely 
what might be called propaganda value. Inquiries are set on 
foot for the purpose of justifying the attitude of members to 
a particular question, such as price fixing or the grant of 
tariff protection. They exist to further the interests of their 
members, often by methods which, if successful, are bound to 
be detrimental to the consumer. Some of their activities are, 
however, directed to securing improvements in the standards 
of business practice of their members. These may take such 
forms as inquiries into operating costs or into specific problems 
of business practice in the trades with which they are 
concerned. A type of activity which has been undertaken 
in a number of industries is the development of a uniform 
costing system for members, and the collection of data in 
connection with it. The drawback of this activity from the 
point of view of the outsider is that all results are usually 
regarded as confidential, whilst the quality of the work varies 
widely. Thus, some associations employ staff trained in 
economics and statistics who can conduct inquiries in a 
scientific manner, whilst others have to rely upon the well- 
meant efforts of amateurs. 

Nature of the Firm 

Business administration is concerned primarily with the 
problem of the firm, which is the unit of government in an 
economic system based on private enterprise. In such a 
system, the co-ordination of production may take place in 
two ways, namely, through the price mechanism operating in 
a market, or through the activities of an entrepreneur who 
directs production within the firm. The work of the economic 
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system is performed through the agency of a vast number of 
such business firms, of varying sizes and degrees of complexity. 
The complete system, under normal conditions, is under no 
central direction and control. The allocation of resources and 
the relations between the business units are regulated by a 
network of prices and costs which, under competition, are 
determined by the impersonal mechanism of the market. 

Within the business unit, however, this automatic regulation 
no longer applies, and the allocation of resources occurs through 
the authoritarian regulation of the entrepreneur. The mode 
of co-ordination, in fact, provides us with a method of defining 
the firm, which may be said to consist of the system of relation¬ 
ships which comes into existence when the direction of 
resources is dependent upon an entrepreneur. 1 It is relevant 
to ask : Why does a firm in this sense ever come into being 
at all ? Why does not production always take place as the 
result of contracts freely and continually made between the 
owners of the various agents of production ? Such cases, of 
course, do occur. A firm may “ put out ” work to be done 
on its own raw materials, and often buys the services of 
specialist consultants as it needs them. What we have to 
explain is why firms undertake the risks of doing large numbers 
of things for themselves and of setting up a relatively permanent 
organization for this purpose. 

The answer is to be found in the fact that the use of the 
price mechanism of the market is attended by costs, some of 
which may be avoided or reduced by resort to the alternative 
arrangement. 2 It is one of the postulates of perfect competition 
that there is perfect, continuous, costless intercommunication 
between all individual members of society. 3 Obviously, in 
the real world of “ imperfect competition/' this is far from 
being the case, and the use of the market mechanism will call 
for an extensive organization at considerable cost. This cost 
may be reduced, but not eliminated, by certain forms of 
specialization such as produce exchanges and trading inter¬ 
mediaries. Such methods, however, are not always available, 
and the authoritarian control exercised by the entrepreneur 


1 R. H. Coase, Economica, Vol. IV, 1937, P- 393- 

2 R. H. Coase, loc. cit., p. 390 et seq. 

3 Frank H. Knight, The Ethics of Competition , p. 50. 
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may enable the process to be accomplished more cheaply. 

Where services are concerned, whether of human agents or 
of capital equipment, contracts for joint co-operation must 
possess some duration in* time. The shorter the period of 
such contracts,. the more frequently they will have to be 
renewed, and the greater will be the costs of so doing if 
continuous output is to be maintained. In practice, however, 
the required agents of production are frequently not in perfectly 
elastic supply, but may even prove unobtainable at short 
notice. The owner of a newspaper, for example, who con¬ 
tracted for the services of a newspaper press for each edition 
of his paper might well fear the risk that, at some critical 
moment, he would be unable to get the required facilities. 
He therefore either makes a long-term contract with a printer 
to supply the printing service which he needs, or takes steps 
to include a printing works within his own organization. It 
is worth noting that this anxiety to enter into a “ permanent ” 
relationship may come, in appropriate circumstances, equally 
from either side. The owner of the printing press may be 
just as anxious to ensure that it shall be utilized continuously 
as the newspaper proprietor is to ensure its availability. 

Again, in a complex process of production it is not always 
possible to say in advance precisely what services will be 
required of a particular agent or when they will be needed. 
This difficulty obviously increases with the length of the period 
for which the contract is made. Consequently, the agreement 
is made in general terms and merely prescribes limits to the 
obligations of either contracting party. Within these limits, 
the supplier of the commodity or the service agrees to submit 
to the detailed instructions of the buyer. 1 Thus the sub¬ 
scriber to the debenture issue of a company, who supplies 
resources in the form of cash, cannot be told in advance the 
precise details of the assets into which his contribution will 
be converted. He is, however, given an undertaking, embodied 
in the Memorandum of Association, of the boundaries of the 
business in which his resources are to be used. The factory 
.worker sells his services for periods of, say, a week at a time 
to the employer and binds himself to carry out orders given 
by the employer or his authorized representative so long as 

1 R. H. Coase, loc. cit., p. 392. 
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these fall within the scope of what the law and custom of the 
trade deem to be the ambit of his employment. Thus the 
agent which is employed by or associated in the undertaking 
relinquishes, for a period, its freedom of action and submits 
to authoritarian direction. The firm assumes extra risks as 
a result of the arrangement but considers these to be warranted 
in view of the added control of economic resources. 

The duration of such contracts varies considerably. Some 
agents will submit to the direction of the entrepreneur for 
short periods only, 1 so that the arrangement can be terminated 
by either of the parties at short notice. This may involve 
frequent re-contracting, but in this case the possible cost is 
deemed to be of less importance than the preservation of 
freedom of action. This attitude will be most likely in the 
case of agents whose elasticity of supply to the firm approaches 
perfection. Thus, while an ordinary labourer may be engaged 
on a day-to-day basis, a Production Manager may be given 
a five-years’ contract. The more specific the resources 
required, the more serious to the industrial process is the 
failure to obtain them when required, and the more likely they 
are to be brought within the control of the firm for a long 
period, or even for an indefinite one. 

Although, as we have emphasized, within the boundaries of 
the firm relations are determined by authority rather than 
by price, the degree to which the price mechanism is superseded 
varies considerably. In a departmental store, for example, 
the allocation of the different sections to the various locations 
in the building may be done by the controlling authority or 
it may be the result of competitive price bidding for space on 
the part of heads of departments, who will be expected to 
justify their bids by the results which they obtain. Moreover, 
although the co-ordination of the various factors of production 
is normally carried out within the firm without the active 
intervention of the price mechanism, this does not mean that 
the price mechanism, as registered in an external market, can 
be ignored. It may, in fact, give valuable guidance to the 
entrepreneur in the conduct of operations. In the iron and 
steel industry, for example, where successive stages of pro¬ 
file same situation will arise if the agent, though willing to make a long¬ 
term contract, is unable to obtain one. 
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duction are frequently integrated in one firm, “ transfer 
prices " of materials passing from one process to another are 
usually fixQd as closely as possible to those ruling in the open 
market for the same products. 1 In this way, a check is kept 
upon the efficiency of integrated operations by comparison 
with what could be obtained by outside contracts. 

If, however, it is possible in certain cases for the entrepreneur 
to organize business relationships more cheaply than by 
the use of the market mechanism, what are the limits to 
this process ? Why is it that production is not organized 
entirely in large units ? Again, why is it, even in the same 
industry, that firms are of widely varying sizes ? Provided 
that additional supplies of the factors of production can 
be obtained at a constant cost, the firm can continue to 
grow in size indefinitely. But if it can be shown that any one 
factor is limited in supply to the firm, then the costs of 
production of the firm will increase as it grows in size since 
the limited factor will become less and less effective. That 
is to say, if there should be a factor of such a character that 
no firm can have two units of it, then rising cost must sooner 
or later limit the size of the firm and make it cheaper for an 
entirely new firm to come into existence if further output is 
required. 

Such a factor is that commonly described as “ entrepreneur- 
ship ” or “ management " by writers on economic theory. 
From our present point of view this factor may be said to 
consist of two elements, namely, supervision and co-ordination. 
Supervision is necessary in the case of co-operative production, 
where several individuals work together for a common result, 
in order to ensure that each shall do the job expected of him. 
Yet, there seems to be no valid reason why it should not be 
possible to double output by the process of doubling both 
supervisors and those supervised. A number of supervisors 
may be just as efficient, if they are of equal ability, as one 
supervisor alone, provided that it is possible to give them 
clear-cut instructions with regard to their responsibilities. 

When we turn to the work of co-ordination, we have some¬ 
thing which cannot be multiplied in parallel; it is of the 

J See S. R. Dennison, " Vertical Integration and the Iron and Steel Industry ,” 
The Economic Journal, Vol. XL 1 X, 1939, p. 247. 
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essence of this function that it is single. As Mr. Kaldor has 
pointed outYou cannot increase the supply of co-ordinating 
ability available to an enterprise alongside an increase in the 
supply of other factors, as it is the essence of co-ordination 
that every single decision should be made on a comparison 
with all the other decisions already made or likely to be made; 
it must therefore pass through a single brain/' 1 This fact 
is not altered if the task of co-ordination is undertaken by a 
group, such as the board of directors of a company. Each 
member of the group must weigh all the alternatives in his 
mind; the decision of the group must be the decision of each 
member of it unless, that is, any member acts merely as a 
" passenger." When, therefore, the factor of co-ordination is 
fully utilized, any further increase in the size of the business 
unit will bring “ diminishing returns to management." 

Such a view is expressed by Mr. E. A. G. Robinson who 
says : “ Additional output may be produced under conditions 
of approximately constant cost. But if the managerial 
optimum is exceeded, costs, through diminishing efficiency 
and the need for additional co-ordination, begin to rise." 2 
This limitation does not appear to be accepted by Professor 
Sargant Florence, who insists that the logic of organization 
would require the concentration of production in large units, 
though he would appear to diminish the strength of his 
argument when, in discussing the failure of business to attain 
the “ logical "* structure, he gives as a reason “ the difficulties 
in the rapid growth in organizations." 3 Professor Florence 
is responsible for the view that it is only the economist who 
sees the above limitations to the growth of the business unit, 
and that " those who have made a special study of organization 
come to the conclusion that no limit is set to the size of 
organization if correct principles are adopted to enable the 
single leader to delegate controls." 4 

This last statement, Mr. Robinson tells us, 5 does not square 
with his experience of the views of business men, many of 

lf ‘The Equilibrium of the Firm,” The Economic Journal, Vol. XLIV, 1934, 

p. 68. 

'The Structure of Competitive Industry, p. 48. 

*The Logic of Industrial Organization, p. 47. 

4 Ibid., p. 116. 

6 “The Problem of Management and the Size of Firms,” The Economic 
Journal, Vol. XLIV, 1934, PP- 2 4 2 ~ 3 - 
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whom found that units beyond a certain size were, from the 
point of view of management costs and efficiency; less 
economical. Again, anyone reading the protests of the 
colliery owners against the activities of the State through 
the medium of the Coal Mines Reorganization Commission 
in attempting to force a “ logical” scheme of large-scale 
organization upon them, must be assailed with similar doubts. 1 
In reply to such objections, Professor Florence suggests that 
promising material for the recruitment of entrepreneurs is lost 
by the wayside on account of a defective system of selection. 
“ Operations would be on a larger scale if those in control 
were more willing to enlarge and better selected for the 
purpose.” 2 But even if such a development were to take 
place, it would appear likely that quite a different result might 
be obtained. Apart from institutions which favour monopoly, 
one reason for relatively large businesses in an industry along¬ 
side a number of much smaller concerns is the presence of a 
marked difference in ability of the entrepreneurs running them. 
If the system of recruitment of entrepreneurs is improved, 
this would appear to imply an increase in their number and 
possibly, therefore, in the number of firms, together with a 
raising of the average quality of their management. Com¬ 
petition would be keener between them, to the ultimate benefit 
of the consumer, but there is no reason for supposing that all 
firms would increase in size until they were equal to the 
largest. It seems equally feasible that the large firms might 
be somewhat reduced in size. 

An alternative explanation of the limitation of the size of 
the business firm has been advanced by Mr. Kalecki in what 
he has termed the Principle of Increasing Risk. 3 Mr. Kalecki 
dismisses the diseconomies attending an increase of scale and 
the imperfection of the market as either unnecessary or 
unimportant for the problem. He argues that the marginal 
risk of the entrepreneur rises with every increase in the size 
of his investment, with the result that even if the marginal 

1 In cases where business men argue that it is possible to run efficiently 
enterprises of an indefinitely large size, it usually means that they are not 
contemplating competitive businesses, but monopolistic concerns where an 
objective test of efficiency is lacking. 

a “The Problem of Management and the Size of Firms. A Reply,*’ 
Economic Journal, Vol. XLIV, 1934, p. 726. 

3 See Economica, Vol. IV, 1937, p. 440 et seq., also Vol. V, 1938, p. 459 et seq 
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efficiency of investment and the rate of interest are assumed 
to be constant, the increasing risk to which he feels himself 
to be exposed will of itself limit investment. The reasons 
advanced for the existence of this increasing risk are, first, 
that the greater the investment, the more is the wealth position 
of the entrepreneur endangered. Secondly, increasing invest¬ 
ment creates a danger of illiquidity on account of the difficulty 
of disposing of specialized capital assets such as machines and 
factories at short notice. Moreover, even if the entrepreneur 
is disposed to pay insufficient heed to such factors, his 
creditors will act as a restraining influence and allow him 
additional resources only on increasingly onerous terms. 
Consequently, the variations in the sizes of enterprises in the 
same industry may be explained because the capital owned 
by entrepreneurs varies, and with it their willingness to 
commit their own resources and their ability to command 
those of other people. In a note in answer to criticism, 
Mr. Kalecki contended that the same principle would 
apply to the limited company as to “ personal ” enterprises 
such as the sole proprietorship and the partnership concern. 
The greater the resources already committed to the company, 
the more reluctant will the capital market be to commit still 
more to the same enterprise. 1 

Mr. Kalecki's argument has much substance but it seems 
very doubtful whether his explanation goes deep enough and 
still more whether it disposes of the view examined above. 
The capitalist may be reluctant to see too many of his own 
eggs committed to the one basket, though in the case of the 
sole entrepreneur with unlimited liability, a limited commit¬ 
ment of resources may be no real safeguard. Outside lenders 
will undoubtedly show a similar reluctance to place resources 
beyond a certain amount at his disposal, and this limit will 
have some reference to what he himself has committed to the 
enterprise. But the basic reason for this reluctance to invest 
would seem to be due to the doubts of outsiders of his ability 
to use extra resources profitably—that is, to their belief that 
there are diseconomies of scale which arise from the limitation 

1 " . . . there exists an ‘ optimum size ’ of issue which is relatively small. 
(Even if the company tries to increase it by ‘ exaggerating * the prospects 
of the enterprise the limit is set by the cost of advertisement and kindred 
' services Economica, Vol. V, 1938, p. 459. 
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of the abilities of the entrepreneur. If these misgivings can 
be resolved, then the extra resources needed will be forth¬ 
coming. Usually, however, they are not, because the entre¬ 
preneur has already got all the resources that he can manage. 
Then there is the fear of “ illiquidity " mentioned by Mr. 
Kalecki. Here too, a sudden demand for liquidity means 
that a miscalculation has occurred, and such miscalculations 
are likely to be most frequent where the scale of the firm's 
operations is getting beyond the competence of the entre¬ 
preneur. On neither of these grounds does the principle of 
increasing risk dispose of the explanation which rests on the 
diseconomies of scale arising from the limitation on the 
abilities of the entrepreneur. 



CHAPTER 2 


THE ORGANIZATION OF INTERNAL 
RELATIONSHIPS 

Since relations within a business are determined primarily by 
personal authority and not by the forces of the market, the 
form of organization is the means by which this authority is 
exercised. It is the machinery which an employer must 
devise for allotting to the individuals in his employment the 
work which each one is to do. The final test of the efficiency 
of any organization is the level of cost at which it enables the 
business to operate. This fact is fundamental but is apt to 
be overlooked in many of the text-book treatments of the 
subject. 

General Principles 

It is the aim of competitive business enterprise to supply to 
the consumer an acceptable range of services with the least 
possible expenditure of economic resources, and an important 
factor in securing this end is the system of internal relation¬ 
ships whereby the work of the business unit is carried on. 
There are certain general principles which contribute to 
efficiency in this respect which may be set forth as 
follows :— 

1. No employee should be directly responsible to more than 
one person. Commands should be received by subordinates 
from one immediate superior only. There should, in short, 
be only one chain or line of authority, and a unity of command. 
In some types of organization, however, one person may be 
subordinate to two or three superiors, but in this case the 
sphere of authority of each superior is defined and mutually 
exclusive of that of the others. 1 

2. An unbroken line of authority should be maintained in 
a business. Commands should be given to subordinates only 
through their immediate superior. There should be no 

x See C. I. Barnard, The Functions of the Executive , p. 176, footnote. 
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skipping of links in the chain of command. 1 At the same 
time, the line of communication should be as direct or As short 
as possible. 2 

3. The same duty should not rest upon more than one 
person, and, as a necessary corollary, every task within the 
organization should be allocated to someone. There should 
be no conflict of responsibility or clash of authority. 

4. It should be recognized that there is a limit to the number 
of subordinates that can be directly commanded by one man. 
This number will, of course, vary according to the nature of 
the decisions which have to be made and other attendant 
circumstances. These include the extent of the diversification 
of functions under the control of the executive in question. 
The time element is likewise important, for a chief executive 
can deal with more immediate subordinates in a stable well- 
established organization than in a newly established business, 
subject to continual change. Finally, the spatial dispersion 
of the organization is a relevant factor, for the more widely 
scattered the component parts, and the greater the difficulty 
of securing the required data for effective control. 3 In the 
higher administrative positions, the number of subordinates 
per executive should be small, but persons at the lower stages, 
for example foremen, may control considerably larger numbers. 

Administrative Charts 

A common feature in works on business administration is 
the presentation of graphic illustrations of schemes of business 
organization. These may be general in character designed to 
depict the various types of organization such as the “ line ” 
or the “ functional ” type, or to illustrate the organization of 
a “typical” joint stock company. Alternatively they may 
purport to show “ typical ” schemes of organization for special 
sorts of business—engineering works, flour mills, etc. Now 
such a device may be of some value in illustrating an explanation 

1 “ This is due to the necessity of avoiding conflicting communications . . . 
which might (and would) occur if there were any * jumping of the line * of 
organization. It is also necessary because of the need of interpretation, and 
to maintain responsibility." C. I. Barnard, loc. cit., pp. 177-8. 

a Loc. cit., p. 176. 

8 See " Notes on the Theory of Organization," by L. Gulick, in Papers on 
the Science of Administration , edited by Gulick and Urwick, pp. 8-9. 
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of general principles, 1 but in the contexts in which they generally 
appear they are most misleading. When they relate to types 
of organization they tend to convey the impression of a clear- 
cut demarcation between them—a demarcation which certainly 
does not exist in practice. When they relate to particular 
kinds of business they often imply that, say, all flour mills 
or breweries should be organized as shown, and that if they 
are not, there is something wrong. 

But, it may be asked, granted that the firms attached to 
a given industry may, and usually do, vary widely in size, 
making it impossible to speak of a “ typical M organization 
which will cover them all, should we not expect to find that 
firms of roughly the same size and enjoying the same degree 
of success, would have the same type of organization ? There 
seems to be nothing either in theory or in practice which would 
lead us to this conclusion. Even from the point of view of 
the technical methods employed, it is probably true to say 
that in many cases there are considerable differences. The 
size and profitability of the firm depend upon the abilities of 
the entrepreneur and the market opportunities which confront 
him and there seems no reason for supposing that the problems 
confronting each enterprise will be solved in precisely the same 
way in each business. Moreover, as will be seen in a moment, 
the qualities and aptitudes of the staff available to each firm 
are likely to vary and to call for modification of organization. 
On this score, then, the “ general ” organization chart can 
have but a limited value. 

Apart from instructional purposes, however, it is well known 
that many concerns, especially large businesses, make use of 
such charts within their own organizations, so that we have 
to inquire what practical purpose they may be expected to 
serve. They can be used, in the first instance, to picture an 
organization as it actually is at the moment of compiling the 
chart. This will often be found to be a difficult matter 
because the responsibilities of individual members are not 
always clear-cut and well-defined. In the chart, each person 
must bear a concise descriptive label which indicates what his 

*Many of them fail conspicuously even in this, particularly in many 
American works, where they are frequently both highly complicated and 
illegible. 
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job is, but in practice this may be easier said than done. 
“ What, for instance/' asks Mr. P. A. Wilson, “ is to be said 
of a high official in a transport undertaking who devotes half 
his time to the study of technical questions relating to the 
handling of traffic and the other half to smoothing over 
difficulties between the employees of the undertaking? ” x It 
is, of course, tempting to argue that, in such circumstances, 
the jobs should be split up, but this may mean that the official 
in question may be under-employed in respect of his retained 
function while it does not inevitably follow that the delegated 
function will be better performed. In such circumstances the 
organization may well be worse off as a result of the change. 
In order to condemn the " illogic ” of the arrangement, 
Professor Florence 2 cites an example given originally by 
Urwick, of a well-known British firm in which each of the 
directors exercised authority over the most diverse functions. 
Without considering the merits of this case—though the firm 
is said to be “ probably above the average in efficiency ”—it 
does not necessarily follow that the arrangement is a bad one, 
given the jobs to be done and the personalities of the men 
available to perform them. There may be a stage in the 
growth of the business when such apparently haphazard 
arrangements give the best results though, when expansion 
occurs, they may be capable of revision with advantage to the 
firm. This sort of thing is particularly liable to occur in the 
smaller firms. A recent American investigation revealed an 
“ unorthodox ” grouping of duties among the senior officials 
of smaller companies. " The president, for example, might 
not only be the chief executive, but in addition might be 
treasurer, labour relations executive, production manager, and 
in charge of legal affairs/' 3 

The chart should, when compiled, reveal whether the 
general principles mentioned above are, in fact, being observed. 
The compiler can discover whether there is an unbroken line 
of authority, and whether there is redundance or overlapping 
of jobs. The aim will then be to re-draw the chart showing 
the lines of authority downwards, and indicating clearly the 

1 Modern Business Problems, p. 41. 

2 The Logic of Industrial Organization, p. 131. 

’John C. Baker, " Payments to Senior Corporation Executives,” Quarterly 
Journal of Economics, Vol. LIX, 1945, p. 183. 
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limitations of responsibility for each official. In this way an 
administration chart may be extremely useful as an adjunct 
to internal reorganization, but it must be emphasized once 
more that its value for comparative purposes between one 
business and another may be very small. It may also, subject 
to what is said in the next paragraph, be useful in restraining 
the activities of the busybody who is inclined to exceed his 
authority. 

The basis of the administration chart is what may be called 
“job analysis ”—the ability to divide up the work of a business 
into convenient and related pieces of work. This, again, may 
lead us into the error of over-rigidity. A common feature of 
works on business administration is to consider the principal 
officers of a business, such as the sales manager or the personnel 
manager, and draw up lists of “ functions ” of each. It is 
important to avoid the misconception that an official, because 
he bears a particular label, such as “ Sales Manager/' must do 
certain things and must not do others. The range of functions 
falling upon any given person will depend, inter alia , upon the 
size of the business in which he is engaged, his own special 
abilities and the abilities of his colleagues. The last two 
factors will lead to considerable variations in the work done 
between particular officials, even as between businesses of 
approximately the same size. Again, over a period of time, 
with variations in the size of the business, or with changes in 
personnel, alterations in the scope of given jobs will have to 
be undertaken. An administration chart which is slavishly 
followed will present an obstacle to such adjustments and 
consequently will tend to create inefficiency. 

In a recent work, Mr. L. Urwick gives the impression of 
coming to a somewhat different conclusion. He argues in 
favour of visualizing an ideal organization into which all the 
human material fits perfectly. “ Personal adjustments must 
be made, in so far as they are necessary. But fewer of them 
will be necessary and they will present fewer deviations from 
what is logical and simple, if the organizer first makes a plan 
—a design to which he would work if he had the ideal human 
material/' 1 With the plea for a plan, there must be agreement, 
as already shown. From the context, however, one has the 

x The Elements of Administration, p. 37. 
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impression that Urwick would permit deviations with the 
greatest reluctance—they are described as " deliberate and 
temporary "—whereas it would seem probable that in real 
life, a species of minor miracle would be necessary to obtain 
a higher executive who would conform exactly to the “ ideal/' 1 
Mr. Urwick would probably argue that a failure to fit men to 
jobs would be a breach of his Principle of Continuity. 2 
" Consequently every change in personnel becomes a crisis, 
an experiment in personalities." But why should this be 
feared ? If the appointment is a promotion, then those 
responsible for making it should have a fairly good idea of the 
capacity of the selected man and how his qualities deviate 
from those possessed by his predecessors. Adjustment will 
be needed, it is true, but the need for adjustment is always 
present. If the appointment is made from outside the 
organization, can the person making the selection be any more 
certain of picking the " ideal" as per organization chart, than 
of getting someone with idiosyncrasies different from those of 
the present occupant ? 3 

The important and difficult question in business organization 
is that of initiative. The situations confronting an individual 
member of the staff are of two kinds. Firstly, there are those 
of a routine character, constantly recurring, which can be 
dealt with in a prescribed manner laid down in advance. 
Secondly, there are the "unusual" or "exceptional" 
situations which either cannot be legislated for in advance or 
for which it is not worth while to do so, and therefore call for 
action of a special kind. The question then arises as to the 
extent to which the individual should be permitted to find 
his own solution to such difficulties—assuming, of course, that 
he is capable of making the attempt. It is possible that a 
situation which is unusual from the standpoint of an individual 
low down in the organization, is more or less a matter of routine 
to someone higher up, and it may be judged therefore, that 
the reference to higher authority, although it entails some 

1 This is also subject to the further reservation that agreement can be 
secured on the qualities of the “ ideal ” executive for a particular job. 

®2P- cit - P- 39- 

Moreover, in making an outside appointment, the chances of finding 
someone who has discharged exactly the same functions in another 
organization are rather remote, and to expect that everyone seeking to fill 
a vacancy should have such good fortune is clearly ridiculous. 
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delay, is in the long run the most satisfactory solution. If 
the chances of an incorrect decision by the subordinate member 
of the staff are great, and if the consequences of a faulty action 
are likely to be serious, then clearly, reference to higher 
authority should be insisted upon. For matters which are 
relatively trivial, however, discretion should be allowed. It 
is important in this connection that a management which is 
attempting to encourage initiative, should be consistent in its 
attitude towards the staff on this question, and not vacillate 
from time to time according to the state of mind of the senior 
executive. If the staff is uncertain of the outcome of an 
attempt to exercise initiative—sometimes praise and some¬ 
times reprimand occurring—it is likely to be led into a frame 
of mind which always leads to playing for safety and this will 
often not be in the best interests of the business. The 
problems raised are admittedly difficult. There must be limits 
to such discretionary powers, and the lower down the scale 
of organization we proceed, the more closely must these limits 
be drawn. Again, initiative must clearly be confined to 
matters which are relevant to the work habitually performed 
by the individual in question. Subject to these reservations, 
however, it is almost certainly advantageous for management 
to stimulate the over-cautious as it is to restrain the over- 
zealous. 

In a large concern it is necessary that a wide range of 
operations should be standardized as routine functions. 1 Such 
concerns frequently draw up confidential manuals or files of 
instructions to which members of the staff can turn when they 
are in doubt, in order to discover the appropriate routine. 
Unless care is taken, however, this plan may contribute to 
undue rigidity. Thus, instructions may remain unaltered for 
long periods of time despite the fact that the circumstances 
with which they are supposed to be designed to cope have 
altered and rendered them inappropriate. Alternatively, they 
may be amended at frequent intervals, so that a search to 

1 This fact is often cited as a reproach and protests are made against such 
“ bureaucratic ” methods—notably, in the case of the Civil Service. It 
must be realized, however, that this is one of the inevitable drawbacks of 
* ‘ big business. ’ ’ A large-scale organization run by a collection of individualists 
each of whom dealt with all questions coming before him in accordance with 
his own ideas without reference to others, could end only in a state of complete 
chaos. 
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ascertain the current procedure imposes the necessity for 
reference to numerous documents, with the possibility of over¬ 
looking something of importance. The ideal to be pursued 
in such instructions is that they should be brief and clear and, 
subject to what has already been said, should not undermine 
initiative. 

Types of Organization 

So long as a firm remains small and under the personal 
direction of a single entrepreneur, its problems of organization 
are relatively simple. There are few people to consult or to 
persuade ; the decisions are those of a single individual, and 
can be reached quickly and decisively. This does not imply 
by any means that such decisions are always either quickly 
or correctly made, as can be seen from the statistics of failures 
of small firms. If, however, the ability of the entrepreneur 
is approximately the same as that of his competitors, then he 
will find no great difficulty in obtaining, and in acting upon, 
direct personal information on the various aspects of his 
business—buying, selling, finance and the like. 

As the concern grows in size, this direct personal contact 
can no longer be maintained. Some information must come 
to the entrepreneur at second hand. He must therefore 
devise some system of organization to ensure, in the first 
place, that a full range of accurate information will be forth¬ 
coming, upon events inside and outside of the business, upon 
which he can base his decisions of policy. Secondly, the same 
system of organization must be capable of translating his 
policy into practice. Both these things must be done with 
reasonable speed. Equally important, too, the organization 
must be capable of dealing effectively with all those matters 
which are “ not worth ” his personal attention. The larger 
the business and more important these problems become, 
the greater the difficulties attending their solution. 

The response of the business man to this problem has been 
the evolution of various forms of organization which writers 
on business administration have reduced to a number of types 
which, incidentally, are rarely found in a “ pure ” form in 
practice. Three types are usually recognized, namely, the 
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departmental, the staff and line, and the functional types of 
organization. Logically, however, two principles would appear 
to be involved in all these types. First, the organization may 
be split up into a number of sections each of which is more or less 
self-contained, co-ordinated through a central authority. The 
lines of division are determined according to differences in 
products, processes or geographical areas in the various types 
of business. Secondly, the organization may be divided by 
reference to the various functions or techniques, such as 
personal management, repair and maintenance, planning, 
purchasing, etc. The above-mentioned types of organization 
resulting from the application of these principles are discussed 
in detail in most textbooks, so that general considerations 
only will be dealt with here. 

The departmental organization is variously described as the 
“ line,” or the “ military ” system, while Professor Florence calls 
it the hierarchical system. 1 Strictly speaking it is an applica¬ 
tion of the first of our two principles, namely, the sectionali- 
zation of the business into departments. It illustrates directly 
the difficulties of distinguishing clearly the various types, 
however, since the descriptions of it given by different writers 
by no means correspond. Sheldon, for example, describes it 
in terms of a series of self-contained departments. The head 
of each production department would be held responsible for 
everything affecting his own department. ” He would buy 
his own materials, design his own products, engage his own 
labour, pay his own wages, keep his own records, set his own 
standards of output and cost, and earn his own profit.” 1 
Robinson, on the other hand, in his description, removes from 
the control of the departmental manager such matters as the 
quantities to be produced, and the purchases of raw materials, 
and speaks of the desirability of the co-ordination of methods 
of payment, wage-fixing and engagement and dismissal of 
employees. In other words, the rival principle of " function¬ 
alization ” has crept in. 3 

■ The functional system in its pure form is the application 
of our second principle. It is the outcome of specialization 

1 The Logic of Industrial Organization, p. 119 et seq. 

2 Factory Organization, p. 34. 

3 This description, it may be added, is more in line with actual business 
organization. See The Structure of Competitive Industry, pp. 46-7. 
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and is associated with growth in the size of the business unit 
which makes such specialization possible. Its leading charac¬ 
teristic is that specific functions or techniques common to all 
or several sections of a business are centralized and placed 
under the control of a specialist. The functions recognized 
will, of course, vary with the size and general character of the 
business and, as pointed out before, with the abilities of the 
members of the staff. A basic difficulty, as most writers 
recognize, is that of co-ordinating the work of the specialists, 
and a kind of internal business diplomatic service becomes 
necessary. The relationship of the functional experts to 
subordinate members of the organization must present 
difficulties, since the law of unity of command is broken. A 
certain degree of co-ordination is possible through committees 
composed of the persons affected, though too many committees 
may involve a serious drain on the time and energy of 
officials. 1 

The staff and line organization is intermediate between the 
other two and embodies a varying admixture of the two 
principles. It is usually described as being based “ upon a 
strict demarcation between thinking and doing, between the 
actual execution of work, which is the 4 line/ and all the work 
of analysing, comparing, recording and advising, which is the 
'staff.' " 2 This description seems to obscure the essential 
process at work, which is the centralization of certain functions 
in the hands of specialists. This immediately raises the 
question of which matters are worthy of centralization—a 
question which again is likely to receive a different answer 
in every business. Secondly, as in the previous case, a solution 
must be found as to the exact relation between the functional 
specialists at the centre and the subordinates on the admini¬ 
strative staff. 


1 There is much debate on the value of such committees. Urwick points 
out that they are unsuited to certain forms of activity. “ It is most unsuitable 
for organization work. It can only execute within very narrow limits . . . 
On the other hand, it is ideal for jurisdiction. It is a useful form for 
examining the results of investigation and discussing policy (direction). It 
can issue instructions and examine and pass on figures—the formal elements 
m command and control. It can provide training for its members and assist 
m that unification of outlook which is the psychological basis of co¬ 
ordination/’ The Elements of Administration, pp. 72-3. 

2 Factory Organization, p. 37. 
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Control of Large Enterprises 


Thus, as a firm grows in size, it may relieve the burden 
which is thrown on the central administration either by a 
system of territorial devolution, or by functional delegation, 
or by a combination of the two methods according to 
circumstances. The solution of territorial devolution would, 
in an extreme case, result in a number of autonomous units, 
each completely responsible for its own executive functions, 
with an over-riding central control only in the most general 
questions of policy. Such a situation may arise in practice 
when a group of companies interested in the same line of 
business have a number of prominent shareholders and 
directors in common but where there is little intervention from 
the centre with the day-to-day activities of each concern in 
the group. Again, to take the most extreme case imaginable, 
the central control of policy might be limited to the decision 
whether the unit should remain a part of the organization or 
not, though, needless to say, this situation is rarely approached. 
Alternatively the work of the firm can be divided up into a 
number of functions, each of which is controlled by a specialist 
whose activities cover all the constituent parts of the organi¬ 
zation. In such circumstances, there falls to the central 
administration the task of co-ordinating these specialized 
functions, and of avoiding the delays which such centralization 
of authority entails, particularly when the business is dispersed 
in a geographical sense. As indicated in the last section, 
however, we rarely find these types in a “ pure ” form, but 
most businesses contain a varying admixture of both, possibly 
with a general bias in favour of one or other of them. 

An illustration of these methods of approach is provided 
by the two main systems under which railways were organized 
—namely the departmental (or functional), and the divisional 
(or territorial devolution). 1 The departmental system operated 
so that the work was split up into different functional depart¬ 
ments, each under an officer at headquarters, who controlled 
the district officers in different areas. The traditional depart¬ 
ments under this system were that of the Civil Engineer, the 

’It should be noted that the railway terminology does not coincide with 
that adopted in the literature of business administration, as already 
described. 
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Mechanical Engineer, the Passenger Superintendent and the 
Goods Manager. 1 In the divisional or regional system the line 
was divided into areas, and all or most activities—commercial, 
operating and engineering—were under an area manager 
responsible to headquarters. British railway opinion largely 
inclined towards the departmental system of “ functional " 
delegation, on the ground that though the mileage of each 
company was considerable, the area which it served was 
comparatively small so that the contact between the centre 
and any point on the system was easily maintained. On the 
other hand, the divisional system offered greater opportunities 
for maintaining contact with local opinion and meeting the 
competition of road carriers. The L.M.S. Railway, however, 
evolved an organization which was partly divisional and 
partly departmental. Thus, storekeeping and accounting work 
were carried out* centrally. On the other hand, there were 
certain activities—such as the solicitation of traffic—which it 
was desirable as far as possible to decentralize in order to 
enable the man on the spot to give quick decisions. Thus in 
the L.M.S. organization, both freight and passenger control 
were decentralized. 

A second illustration is afforded by the branch banking 
system of this country. A great deal of the business of a bank 
is of a routine character which lends itself to control by means 
of standing orders issued from a single head office. In 
contrast with the last example, the keeping of accounts in 
the case of a bank has to be decentralized to a considerable 
extent since the individual customer's accounts must be kept 
at the branches. Although the question raises difficulties, it 
has for some time been recognized that there might be 
economies to be obtained from some measure of centralization 
of accountancy work, and steps to this end were taken in 1933. 2 
The grouping of branches for this purpose promotes the 

1 These departments are merely the basic elements. The Great Western 
Railway, for instance, recognized twelve departments, namely : Traffic; 
Finance ; Docks and Steamboats ; Engineering ; Law, Parliamentary and 
Estate ; Locomotive ; Stores ; Hotels and Refreshment Rooms ; Appoint¬ 
ments ; Insurance ; Rating ; Retiring Allowances. 

2 “ . . . under this system . . . about half a dozen branches are grouped 
together for book-keeping purposes, and a central branch, fully equipped with 
machines, undertakes as much of the work for all the others as possible, such as 
the posting of ledgers and statements and the dispatching of remittances and 
cheques." The Economist Banking Supplement, 4th November, 1939, p. 8. 
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introduction of mechanization. The same idea was suggested 
in the course of the Second World War by the Kennet 
Committee on Manpower in Banking and Allied Businesses 
where, in the interests of economy in manpower, there was 
suggested “ the institution of centralized book-keeping in large 
centres of population (the saving from which will be increased 
in proportion to the degree in which it is possible for the banks 
to employ more fully the machines at their disposal)/' 1 

When we come to the question of lending policy, difficulties 
are encountered. The general distribution of bank loans— 
geographically and industrially—is obviously a matter for the 
central control of specialists. Yet the detail work of lending 
demands intimate local knowledge which ordinarily cannot be 
available to head office. A compromise must therefore be 
sought between a policy which would give a dangerous amount 
of discretion to bank managers, and one which would give 
them no discretion at all and would be over-rigid. One 
solution is to grant the bank manager discretionary power 
to grant advances up to a specified limit. In the case of 
amounts exceeding this limit, the matter must go before a 
district controller who can decide on advances to a higher 
limit. Very large loans, however, have to be considered by 
some central authority, such as a committee of the Board of 
Directors. The banks provide an excellent illustration of the 
diversity of solutions which in practice are found for these 
problems of administration. It has been said : “ In spite of 
our habit of generalizing about the ' Big Five ' or the Clearing 
Banks, these banks still display very individualistic traits. 
Whether it be intelligence departments, the composition of 
London and local boards, the relations of general managers to 
the London boards, the meaning of the title ‘ controller,' the 
reference of applications for big advances to higher authority, 
the control of staff, or the control of the inspectorate, which 
comes up for discussion, there is always at least one bank 
which does not conform to the general rule." 2 

When a bank extends its operations into foreign countries 
there will usually have to take place a considerable decent¬ 
ralization of control. In part this is brought about by the 

1 Cmd. 6402, p. 5. 

2 Journal of the Institute of Bankers, April, 1942, p. 106. 
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factor of distance which increases the difficulties of centralized 
administration even after taking into consideration modem 
improvements in communications. Local conditions, again, 
are subject to so much variation that it is almost impossible 
to lay down standing orders to cope with them, so that the 
“ man on the spot ” must have delegated to him the necessary 
discretionary powers to cope with such emergencies. As Dr. 
A. S. J. Baster has pointed out : “ Successful banking in South 
America, Asia Minor, or the Far East, involves a technique 
to which training in a European or American institution is 
little guide The business has much less of an established 
routine, and as a rule makes more demands upon enterprise 
and initiative, because of the distance of the head office from 
the scene of operations and its lack of special knowledge. 
The staff abroad thus has to have a degree of freedom that would 
probably be accounted intoxicating at home, in order to accom¬ 
modate itself to the peculiar conditions in the foreign country. 01 

A third example of the conflict between these two principles 
is supplied by Imperial Chemical Industries Ltd. This 
company was formed in 1926 by an interchange of shares 
between four leading chemical companies in the United 
Kingdom together with their subsidiaries. At the time of the 
amalgamation the company was faced with a range of funda¬ 
mental problems arising from the previous separate ownership, 
and these had to be studied and dealt with before any settled 
type of organization could be set up. The existence of these 
problems, and the impossibility of visualizing what difficulties 
might arise as the result of the amalgamation, necessitated 
at first a period of close centralization. At the head of the 
organization was the Board of the company, with its chairman 
and managing director and fifteen other directors, of whom 
eight devoted their whole time to the affairs of the company. 
There were eight groups of manufacturing subsidiary com¬ 
panies ; each group was treated as a single unit, and had a 
chairman and delegate Board composed of whole-time officials 
of the groups, resident at group headquarters, together with 
liaison officers from head office. The control of the central 
office was far-reaching. In trading, it purchased most of the 
supplies and raw materials for the entire industry. All 
1 The International Banks , p. 15. 
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foreign sales were handled by separate foreign selling com¬ 
panies under the direct supervision of head office, while 
domestic sales, although not completely centralized, were 
supervised by headquarters staff which exercised close control 
and determined policy. General advertising, accountancy, 
finance and research were all controlled from the centre. 

Subsequently, some retreat from the policy of extreme 
centralization seems to have occurred. A greater degree of 
authority and responsibility was given to the Subsidiary 
(Delegate) Boards. They w-ere then made responsible for the 
general day-to-day administration, and only matters of major 
importance or of a policy nature were submitted to head office. 
This delegation of responsibility did not extend to accoun¬ 
tancy and finance, which remained closely controlled from the 
centre, as was also the case with taxation and the capital 
transactions of the companies. 

In 1938, a further experiment in the “ decentralization ” 
of the higher management was made. The managing director 
was freed from the task of taking everyday decisions on 
current business. The Board of Directors was to include a 
Chairman, a President, eight Executive Directors and six 
Non-executive Directors. Immediately below the Board in 
the hierarchy of control, was a Management Board to exercise 
the functions usually assigned to the office of Managing 
Director. Under it was a body known as the Group’s Central 
Committee, which served as a connecting and co-ordinating 
link between the Management Board and the ten Operating 
Group Boards. These operating groups had the company’s 
principal products as their nuclei—viz. Alkalis, Dyestuffs, 
Explosives, Fertilizer and Synthetic Products, General Chemi¬ 
cals, Leathercloth, Lime, Metals, Paint and Lacquer, and 
Plastics. The most significant—and possibly the most debat¬ 
able—innovation was the creation of six Executive Committees, 
concerned respectively with commerce, finance, personnel, 
research, overseas, and technical matters. These Committees, 
in fact, sectionalized the business of day-to-day administration. 
Each had an Executive Director fortified by a Committee of 
three other Executive Directors. Presumably the danger of 
over-segregating functions which, in the last resort, are merely 
different aspects of the single duty of central management, 
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was insured against, partly by overlapping of,personnel on 
the Executive Committees, and partly by making the chairmen 
of these committees responsible directly to a single Manage¬ 
ment Board. 

The Chairman of Imperial Chemical Industries Ltd., speaking 
of the Executive Committees at the Annual General Meeting, 
said : " This change is not so great as it may appear, for these 
gentlemen have now for a number of years shared in all 
important decisions through their co-operation with the 
President and myself in the general purposes committee . . . 
So far as they feel it proper within prescribed limits, these 
Executive Directors will act independently on their own or 
their committee’s responsibility. Beyond these limits they 
will bring major problems to the Management Board, which 
will also be made aware of their individual decisions.” 1 

In the business of gas supply, again, there would appear 
to be possibilities of economies from the grouping of under¬ 
takings under a single control and the centralization of certain 
functions. This does not apply to the field of gas production, 
however, without serious reservations. A small works may 
be quite as economical as a large one. Moreover, the gasworks 
sells not merely gas but residual products, especially coke. 
This is difficult to transport and often individual works have 
developed grades which are particularly suited to local markets. 
Goodwill would probably be lost if coke of different quality 
were supplied by a central plant. Some gains from centra¬ 
lization may be obtained in other directions even though 
considerable freedom has to be given to individual producing 
units. Thus, one large holding company “ employs many 
specialists to deal with its subsidiaries’ problems, including a 
solicitor, a joint secretary, a comptroller of purchases, a 
travelling accountant, a carbonization specialist, three travel¬ 
ling chemists, a consulting chemist, a mechanical engineer, 
a gas holder erector, five trained salesmen, a gasworks foreman, 
and a consulting fuel technologist.” 2 Again, the Board of 
Trade Gas Legislation Committee in 1933 referred to possible 
economies in the raising of capital and the purchase of materials. 
It instances the purchase of coal on favourable terms, though 

1 See The Economist, 23rd April, 1938, p. 209. 

2 Philip Chantler, The British Gas Industry, pp. 52-3. 
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this advantage would seem to have been lost by the develop¬ 
ment of the central selling schemes in the coal industry. 

The departmental store affords an example of the type of 
business which lends itself to decentralization in many of its 
functions. The whole technique of a departmental store is 
based upon the possibility of attracting customers from a wide 
area to make their purchases at a central establishment. In 
so doing, the competition of specialized retail units, often 
located much nearer to the customer, must be overcome. 
This means that in each of the many departments which go 
to make up the store, the buying of stock is a matter requiring 
the utmost discrimination. Since the store may combine as 
many as a hundred different retail units, this standard of 
buying could not be obtained by centralization. Specialist 
departmental buyers have to be employed and usually are 
given considerable discretionary powers. As Professor Plant 
points out : “ Their contracts with the management reflect 
the personal character of their relations, the terms in extreme 
cases amounting to a virtual leasing of the department from 
the firm, which may be content to draw a relatively fixed 
income from the receipts from its operation while the buyer’s 
remuneration will vary directly with his success.” 1 Each 
department becomes virtually a separate retail shop co¬ 
ordinated from the centre by a common financial policy and 
in such matters as staffing and advertising. These advantages 
of decentralization of responsibility may impose disabilities, 
for as a practical departmental store director has said : “ It 
may well be that a skilful buyer does not always possess the 
qualities of a successful salesman, while a good salesman, who 
can make the most of what he has to sell, may lack those 
elements of shrewdness and foresight which go to make up a 
skilful buyer.” 2 

Illustrations from the Administrative Problems of War-time 
Production 

A wide range of problems of the same type can be discerned 
in connection with the organization of British war production. 
The requirements of the Government for war material depended 

1 Modern Business Problems, p. 16. 

2 Lawrence E. Neal, Retailing and the Public, p. 21. 
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upon the strategy being pursued, and the formulation of those 
requirements into buying orders had to be handled centrally by 
the Departments. These could not confine themselves solely 
to the status of order-placing agencies, because of the shortage 
of raw materials, machinery and manpower, and factory space. 
As the Report of the Committee on Regional Boards stated : 
“ The conversion of the requirements into programmes of 
production, or rather of orders to be placed with producers, 
is also a matter which must be planned centrally in the light 
of knowledge of the national and international position in 
respect of raw materials, man-power, and manufacturing 
capacity/' 1 There was much evidence, however, that British 
war production was over-centralized and that over-worked 
Ministries in London were attempting to exercise a degree of 
control beyond their powers to accomplish. Some decentra¬ 
lization of control is desirable when the number of producing 
units is large and scattered, particularly if the work done by 
them is not uniform in character. 

An example of this kind is quoted by the Select Committee 
on National Expenditure, where the opinion is expressed that 
in March, 1942, the Ministry of Supply was maintaining direct 
contact with too many concerns as main contractors. It was 
stated that the Ministry was dealing direct with 11,787 main 
contractors and that this was a factor in causing congestion 
of the headquarters’ organization. Further defects of organi¬ 
zation were attributable to the same cause, such as the failure 
to distribute contracts so that each manufacturer might 
concentrate on a limited number of types of product suitable 
to him, thus making possible the most economical mass- 
production methods. Again, insufficient attention was being 
paid to directing contracts to the most efficient factories. 2 
The report adds : “ The continual adjustments in the distri¬ 
bution of resources which are necessary in practice can hardly 
f be fliade efficiently except by persons with local knowledge, 
while much delay and clerical labour can be avoided if such 
adjustments can be made with a minimum reference to higher 
authority/' 3 It was suggested that improvement might be* 

x Cmd. 6360, p. 7. 

2 Defined as " factories in which the man-hours on any job will be lowest.’* 

3 Eighth Report, Session 1941-2, H.C. 76, p. 10. 
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secured by the grouping of factories, some on a functional 
and some on a geographical basis, while the technique of 
forming groups of manufacturers under a parent firm to under¬ 
take the manufacture of special types of tank, gun or aeroplane 
was one which should be developed. In a statement issued 
on behalf of the Minister of Production it was said that the 
principle of this recommendation was accepted as applicable 
to a considerable part of the production field, and various 
forms of grouping were in operation under each of the Supply 
Departments. 1 

In the early part of 1942, the essential problem was not so 
much the creation of new production facilities as the efficient 
utilization of facilities already in existence. Given a central 
plan, “ progress is very largely a local matter ; it is in the 
regions where there must be a single clearing house of all 
industrial resources to dovetail capacity and requirements 
continually.” 2 Regional Boards, ostensibly established for 
this purpose, had existed since January, 1940 ; but since these 
lacked both status and authority, they had been completely 
ineffective. The Citrine Committee drew attention, with 
approval, to the organization of the Ministry of Labour and 
National Service which provided “ an efficiently decentralized 
machine under central control for dealing with the man-power 
problem.” 3 The work was done mainly through divisional 
offices and the employment exchanges. The local staffs had 
accumulated a fund of experience and detailed knowledge 
which enabled them to carry out the functions of the depart¬ 
ment locally with a minimum of recourse to higher authority. 
At headquarters, the Ministry was concerned only with policy 
and with issues of national importance. “ It is strange,” 
said the Citrine Committee, ” that no correspondingly effective 
machinery has been developed for the collection of information 
about manufacturing capacity, for the placing of contracts 
and sub-contracts, and for dealing with the progressing 
problems.” 4 

It was therefore insisted that an essential feature in the 
* establishment of any regional machinery of co-ordination was 

1 See Fourteeriih Report, Session 1941-2 H.C. 112, p. 17. 

2 The Economist, 23rd May, 1942, p. 708. 

8 Cmd. 6360, p. 7. 

4 Ibid., p. 7. 
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a properly articulated system of devolution of executive 
authority. The regional representatives of production direc¬ 
torates should be subject to the direction and control of the 
Regional Controllers. In view of the magnitude of the task 
and the need for constant daily attention, it was considered 
that the Regional Controller should be appointed on a full¬ 
time basis. The general views of the Citrine Committee were 
accepted, but with some uncomfortable reservations. Thus, 
the field of labour supply was excluded from the province of 
the Minister of Production ; the existing machinery for the 
allocation of machine tools was left autonomous ; whilst an 
important area of Admiralty work was reserved. The allo¬ 
cation of raw materials was placed under a dual system ; they 
remained under the control of the Minister of Supply, though 
the Minister of Production was answerable for their final 
apportionment. 

To a certain extent, some of these " illogical ” arrangements 
may be explained on grounds already noted—the presence 
of a tried organization or an outstanding personality which 
made an organization which appeared unsound in theory work 
smoothly in practice. In part, however, they arose from 
unsuccessful attempts to grapple with the maintenance of a 
due balance between centralization and decentralization in 
what was, in effect, a huge national organization for war 
production. 

The Large Firm and the Specialist 

One of the advantages commonly urged in favour of large 
firms is the fact that they can afford to give full-time employ¬ 
ment to specialists. As Professor D. H. Robertson writes : 
“ The small employer who has to supervise his own workmen, 
to do his own buying and selling, to keep his own accounts, to 
devise his own methods of hypnotizing the customer, is clearly 
at a grave disadvantage compared with the large firm which can 
put each of these activities in the hands of a specialized staff .' n 
As a firm increases in size, the volume of work associated with 
certain business functions grows. When the business is on a 
small scale, one man may be responsible for two or even more 

l The Control of Industry, pp. 24-5. 
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jobs, for the reason that one of them would not entail sufficient 
work to keep him occupied full time. Thus, in many a small 
company, the secretary is the office manager, the chief account¬ 
ant and the company registrar, whereas in the large company 
these functions usually are divided. In the large firm the 
specialist can be confined exclusively to his own job and the 
best use made of his abilities. 

Again, the large firm, by centralizing functions which were 
formerly decentralized, sets up a demand for the services of 
specialists. In a small or medium-sized firm, the engagement 
of labour may be largely a matter for the departmental manager 
or foreman. A large firm may well see fit to take this 
“ employment ” function out of their hands and to centralize 
it in a personnel manager. The purchasing of supplies is another 
function which may well be centralized in the hands of a 
specialist in the large organization. The criterion will, of 
course, be the estimated direct and indirect savings which will 
result from such changes after taking due account of any 
diseconomies arising from the need for the extra co-ordination. 

A firm which is growing in size and which is confronted with 
the problem of specialization of function may solve it in one 
of two ways. It may prefer to “ throw off ” certain functions 
and buy the goods or services involved as it needs them from 
specialist firms in the market. Thus a big firm will not 
necessarily employ a full-time advertising consultant, though 
it could keep him fully occupied, but may prefer to utilize the 
services of an independent advertising agency. Alternatively, 
it may absorb specialists within the framework of its own 
organization. The balancing factor, again, will be the relative 
costs of each practice. 

This device is not always available since the market for 
specialized services is far from perfect. There would seem to 
be greater opportunities for the purchase of specialized services 
in the market when we are dealing with established industries 
which have enjoyed relative stability of organization over a 
period of years. Thus, in the British cotton industry, many 
specialized services such as finishing, merchanting, and the 
like could be bought from outside agencies, though this industry 
also illustrates that the balance of advantage from independent 
specialization may change. The same possibility is open, of 
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course, if the service required is common to a large field of 
business, such as company promotion, advertising, or market 
research. If, however, the service is specialized and peculiar 
to a given industry, then a “ new ” industry, or one which 
has witnessed rapid technical change, is unlikely to be provided 
with independent firms which can render the service required, 
A firm which needs the specialist service must give full-time 
employment to the specialist. 

The fact that a large firm secures the exclusive right to the 
services of a particular specialist is not necessarily an advantage. 
It prevents his work from becoming available to competitors, 
which will be an advantage if the ability in question is scarce. 
Again, the specialist becomes intimately acquainted with the 
peculiar problems confronting his employers, and can give his 
full attention to them. Considerations of this kind appear 
to be in the minds of independent specialists, such as firms of 
advertising consultants, who will not undertake work for firms 
which are close competitors and who limit the number of 
clients which they are prepared to serve. The value of a 
specialist who is “ tied M toa firm by a contract of employment 
may suffer from that very fact. The range of experience open 
to him may be too restricted so that he suffers in comparison 
with the independent specialist. 1 

To the extent that specialist services can be provided by 
independent firms, this serves to reduce any advantage which 
might be possessed by the large firm. The small undertaking 
can buy what it wants at the prevailing market price. An 
example of this is provided by the British motor trade where 
a wide range of finished components and units can be bought 
from specialist firms. Examples are lighting sets, magnetos, 
sparking plugs, and tyres. In addition, a wide range of semi¬ 
manufactured parts, such as drop forgings and stamped 

1 " The manufacturer may consult an industrial designer on one or two 
problems ; or he may decide to employ the services of a whole-time designer. 
This would involve considerable cost if he employed a first-class man, for an 
industrial designer would be reluctant to sell his entire time to one 
organization. He might agree to work for a limited period, but only in 
exchange for really adequate remuneration. Even so, the manufacturer is 
only getting the benefit of one mind. It may be a good mind ; but it may, 
however inventive, however flexible, tend to become stale after it has been 
associated for a period—say a year or two—with one particular branch of 
industrial production." John Gloag, The Missing Technician in Industrial 
Production, pp. 25-6. 
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pressed metal parts, can also be purchased. As Professor 
Allen points out, 1 this method of organization makes it possible 
for even a small firm to expand its output to meet a temporary 
increase in demand without making corresponding additions 
to its plant, since on such occasions it can draw on specialists 
for parts usually manufactured within its own works. It may 
even purchase a wide range of such requirements outside as 
a part of normal policy in preference to assuming the risks of 
integration. 2 

The Administrator 

A problem which has attracted some considerable attention 
in recent years is that of the choice of the administrative head 
of a large-scale enterprise. Should he be one who is versed 
in the technicalities of the industry by long experience of it, 
or should he be a “ layman ” drawn from outside, with 
experience of administration of large enterprises ? To the 
question in this form it is impossible to return a definite 
answer, for it misses the essential point. What should be 
asked is—What attributes do we look for in those responsible 
for supreme direction of enterprises ? The answer, which we 
have already given, is that they must undertake the work of 
co-ordination, of acting as a channel for the focusing of data 
and of making decision on policy. Now, it may well be the 
case that a man who is closely acquainted with the techni¬ 
calities of an industry possesses this power of decision-making 
though, it should be emphasized, the power is independent of 
his technical qualifications. 3 In the smaller types of business 
undoubtedly, technical and administrative qualities will have 
to be associated in the person of the successful entrepreneur, 
since the scope for specialization is limited. Here, however, 

1 British Industries and Their Organization. 

2 See Chapter 6. 

3 In dealing with the specific personal abilities of the executive, Mr. C. I. 
Barnard divides them into two classes : “ relatively general abilities, 
involving general alertness, comprehensiveness of interest, flexibility, faculty 
of adjustment, poise, courage, etc. ; and specialized abilities based on 
particular aptitudes and acquired techniques. The first kind is relatively 
difficult to appraise because it depends upon innate characteristics developed 
through general experience . . .The higher the position in the line of authority, 
the more general the abilities required." The Functions of the Executive, 

pp. 221-2. 
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it should be noted that the decisions which have to be taken 
do not call for qualities of such a high order as in J:he case of 
the big business. 

Qualities of a high order are needed in the administration 
of a large-scale enterprise, and to limit the field of recruitment 
to the industry in which the concern is engaged is an 
unwarranted restriction. To the extent that the qualities 
required maybe equally available outside of the industry, there 
is everything to be said for looking farther afield. After all, 
the supply of first-class administrators capable of dealing with 
the problems of a large-scale business must, in any single 
industry, be fairly restricted, so that by drawing upon a wider 
field, the chances of securing a suitable man must obviously 
be increased. 

The point is frequently made, however, that modern industry 
has become increasingly specialized and that an acquaintance 
with the peculiar problems of, say, coal-mining or shipbuilding 
cannot be “ picked up ” by anyone who has not become 
familiar with them by dint of long contact. This is quite true 
of technical questions, but the administrator is not expected 
to have this intimate knowledge of abstruse technical problems; 
obviously, in fact, he cannot hope to have it unless he belongs 
to the ranks of the mythical supermen. In actual fact, of 
course, the administrator will continually utilize the advice of 
specialist executives on his staff, or of outside professional 
advisers. Nothing which has been said is meant to minimize 
the importance of expert knowledge in the direction of a 
business. The administrator’s function must be to see that 
each expert gets a hearing, but that no single one of them 
shall dictate a policy to the exclusion of the others. As Miss 
Mary Follett has put it : “ while the executive should give 
every possible value to the information of the specialist, no 
executive should abdicate thinking on any subject because of the 
expert. The expert’s information or opinion should not be 
allowed automatically to become a decision. On the other 
hand, full recognition should be given to the part the expert 
plays in decision making.” 1 

Exactly the same principle was involved in a wartime 

1 Dynamic Administration , ed. Metcalf and Urwick, p. 256. See Economist, 
30th September, 1944, p. 438 for another view on " intelligent amateurs/’ 



38 THE ADMINISTRATION OF BUSINESS ENTERPRISE 

problem—that of the administration of the raw material and 
food controls. Here the same argument has been put forward, 
and largely acted upon by the Government, that only those 
fully conversant with an industry or a trade can hope to cope 
with the complicated technical problems and decide on the 
necessary policy. Such an argument is entirely fallacious; 
the essential qualities of a Controller are the ability quickly 
to grasp the essential nature of a problem, and the deter¬ 
mination to carry out a policy which has been decided upon. 
The Select Committee on National Expenditure was emphatic 
on this point for, in dealing with the Ministry of Food, it said : 
“ Policy and general plans for achieving it should be clearly 
settled by the Minister and his Civil Service staff. Once that 
has been done, full value can be made of the services of the 
Trade Directors by allowing them discretion in executing the 
Minister’s plans.” 1 This possibility of recruiting suitable 
administrative ability outside a trade is clearly very important 
in this case, involving as it does the public interest against a 
sectional interest. The policy maker who is drawn “ from 
the trade,” no matter how high his principles, can hardly be 
expected to see things in a completely disinterested light. 

A further point is worth noting in connection with the com¬ 
petence of the technician for administrative work. Although 
he may have the attributes of the administrator, his training 
may be detrimental to their full development. It is the 
essence of the work of the specialist that he deals with part only 
of a complex problem. As Professor Florence points out: 
" The ex-technician may be unfamiliar with the work of 
the specialists in other technologies whom he is called upon 
to co-ordinate, and he may over-emphasize the importance of 
his own late functions as against the other technical divisions 
(e.g. selling or accountancy) of the large firm’s work.” 2 The 
truth of this is often exemplified in books on business practice 
written by specialists who give a misleading emphasis to their 
own branch. 

1 Fourth Report , Session 1939-40, H.C. 121, p. 29. 

% The Logic of Industrial Organization , p. 217. 



CHAPTER 3 


THE LIMITED COMPANY 

One of the most important structural changes in the business 
unit during the nineteenth century was the change from the 
private or proprietary business or partnership firm to the 
limited company. The joint stock company was, of course, 
no new device, though the early companies were usually 
associated with some element of legal monopoly. This 
characteristic clung to them in popular opinion, and 
" company ” remained synonymous with “ monopoly ” in 
the minds of many right into the nineteenth century. There 
is no necessary reason why the joint stock company should be 
a monopolistic organization, though certain developments of 
the law have succeeded in converting it into a means for the 
promotion of monopolies on a considerable scale. 

General Characteristics 

A company may be regarded as a group of individuals 
empowered by law to act as a single person and endowed by 
law with a capacity for perpetual succession. It can sue and 
be sued in the corporate name, and can own property and 
incur legal obligations, whilst its members have limited 
liability. This last feature is not, of course, essential to the 
company device, and was first obtained in the teeth of 
considerable opposition. It was first granted by the Limited 
Liability Act of 1855 which allowed companies to obtain the 
privilege of limited liability provided that they complied with 
the form of registration laid down in the Joint Stock 
Companies Registration and Regulation Act, 1844. A con¬ 
solidating measure—the first Joint Stock Companies Act— 
was passed in 1856. This meant that limited liability was 
open to all comers, 1 provided that they observed a common 
set of rules. The legal framework has gradually evolved to 
the present day, the latest measure being the Companies Act, 

Except banking concerns which were not covered until 1858. 
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1948, and in the interim, in 1907, a new form of great 
significance—the private company—was given legal recognition. 

It has been said that “ The main characteristics of the 
British limited company are its sharp differentiation between 
the provision and the management of capital; its compromise 
between the legitimate but partially conflicting desires of 
shareholders and creditors for the utmost degree of security; 
its attributes of corporate personality and perpetual suc¬ 
cession/' 1 In its modern form, the limited company is a 
means whereby the resources of large numbers of individuals 
have been concentrated and submitted to a unified direction. 2 
The extent to which this concentration has proceeded was 
revealed in an investigation by Berle and Means in the U.S.A. 3 
It was found that 200 out of 300,000 non-financial corporations 
in the U.S.A. owned 38 per cent of the entire business wealth 
of the country and that the proportion seems to be growing 
fast. No comparable figures exist in the case of Great 
Britain, but it is safe to say that much the largest share of 
British industrial resources is administered by limited com¬ 
panies, whose earnings provide a large part of the national 
income, and whose reserve appropriations are a substantial 
part of its annual savings. 

Views on the position of the joint stock company as an 
instrument of business administration have changed since 
Adam Smith wrote his well-known disparaging passage 
concerning them. Companies, he thought, could be successful 
only if they had an " exclusive privilege," or in those trades 
where “ all the operations are capable of being reduced to 
what is called a Routine, or to such a uniformity of method 
as admits of little or no variation." 4 Professor Marshall's 
comment on the same topic would command greater assent at 
the present day, when he says : " The varieties of joint stock 
company organization are numerous and plastic ; scarcely any 


l The Economist, 18th December, 1926. 

2 Mr. Hargreaves Parkinson describes the legal position thus : ” Company 
law from the outset has conceived a company as a democracy of shareholders 
who elect a ' cabinet’ of directors and pass judgment on their stewardship 
in a general assembly at annual intervals.” Memorandum to the Company 
Law Amendment Committee, Minutes of Evidence, p. 167. 

3 The results of this investigation were published in their work The Modern 
Corporation and Private Property. 

*The Wealth of Nations, Everyman’s Edition, Vol. II, p. 242. 
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business is conceivable which could not be effectively managed 
by some one or more of them. 1,1 Smith's views, and those of 
later writers, on the tendency to inflexibility of the company 
form of organization would appear to rest upon an association of 
the corporate form of business with large-scale enterprise, 
which must reduce a large part of its operations to routine 
capable of being carried out by subordinates. Large numbers 
of companies now, however, are no larger than businesses of 
the “ personal " type and there is no necessary reason why 
their methods should be any more “ inflexible." 

Chapman and Ashton drew attention to the fact that, in 
1911, the majority of the undertakings in the spinning section 
of the Lancashire cotton industry were joint stock companies, 
whereas in the weaving section the private firm or partnership 
was the dominant type. 2 It was suggested that, since 
conditions over a large section of the weaving trade called for 
variation in output to meet changes in demand, the private 
employer or group of partners may have advantages as 
compared with the large joint stock company. There seems, 
however, to be no particular reason why a company operating 
on an economic scale should not be similarly adaptable. It 
seems probable that the private company, which would be 
suitable in such circumstances, had not then had time to 
become established. This appears subsequently to have taken 
place, for the Balfour Committee stated that, in 1924, out of 
some 900 " pure " weaving concerns, something less than 
one-third were private firms. 3 The reasons for the smallness 
of the firm were indicated in the same report when it was 
pointed out that a man could start in a small way, renting 
part of a weaving shed with the necessary power. Machinery 
could be obtained on deferred payment terms and yarn and 
accessories on credit. Later on, it was pointed out, “ when 
his business expands it may be converted into a private 
limited company." 

Inflexibility, in the sense of slowness of adaptation to 
change, may occur even in the business of modest size if the 
responsible heads cannot or will not delegate matters of 

1 Industry and Trade, p. 317. 

2 Journal of the Royal Statistical Society, April, 1914. 

3 Survey of Textile Industries, p. 26.See also the Report of the Cotton Working 
Party, p. 41. 
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routine to subordinates. The consequence must be that much 
of the time of the policy maker is occupied by matters which 
could be handled by someone lower down so that he cannot 
devote sufficient attention to his proper job—the formulation 
of policy and the exercise of general direction. This may be 
inevitable in the sense that the work cannot be reduced to 
routine—in which case the size of the firm will remain small, 
though it may still adopt the legal form of, say, a private 
company. The essential point is that the inflexibility arises 
from the nature of the work or the personality of the heads 
of the firm, and not from the legal framework. Unless care 
is taken, however, interested parties may use the legal 
machinery to create inflexibility in the form of monopoly to 
protect their own interests—a matter which is considered below. 

The public limited company is usually thought of as a 
device whereby a large amount of capital can be raised for 
an undertaking which requires a heavy investment. It is 
not always indispensable for this purpose, but only in those 
cases where a large initial capital is needed—where the business 
must start on a big scale. If it is possible for it to " grow up ” 
from small beginnings by ploughing back earnings, then a 
private firm may work equally well. Ford in the United 
States and Morris in this country are such examples. The 
company form may become necessary if growth cannot be 
continuous, that is, where a " jump ” has to take place from 
one optimum to another and a sudden increase of capital is 
necessary to bridge the gap. Such a situation would appear 
to be found in the multiple shop business in developing from a 
" district ” to a “ national ” basis. 1 

A joint stock company provides us with a form of business 
organization whose existence is independent of the lives of 
individual shareholders. As Sir William Blackstone expressed 
it: “ A corporation is an artificial person created for preserving 
in perpetual succession rights which, being conferred on natural 
persons only, would fail in the process of time.” Such a 
device may be essential in certain types of business which 
habitually deal in long-period contracts, such as many types 
of insurance, where the eventual fulfilment of the contract 

1 For an examination of this point see Braithwaite and Dobbs, The 
Distribution of Consumable Goods, p. 247 et seq. 
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depends upon the continued existence of the insurer. A good 
example of this particular type of advantage is provided by 
the nominee companies promoted by the banks. Formerly, 
it was the custom when a legal charge was taken by a bank 
over registered securities, to transfer them into the names of 
two individuals in trust for the bank—usually the branch 
manager and a general manager. , If such nominees died or 
retired, all securities standing in their names had to be traced 
and transferred into the names of the new nominees. To 
overcome this difficulty the banks began to register nominee 
companies, and transfers can now be put under the seal of the 
company, so that changes in the bank's officials are no longer 
the occasion of difficulty. 

Again, as technological progress increased the amount of 
capital, both fixed and working, required by the firm, it was 
no longer desirable that the capital investment in a business 
should depend upon the fortunes of individuals. So long as 
the “ personal ” type of business had to be retained, the 
retention of capital and even the continuance of the firm, 
depended on the survival of the proprietors. The joint stock 
company is not merely a device for accumulating large aggre¬ 
gates of capital, but also for retaining them at the disposal of the 
undertaking. The onus of negotiating changes in the ownership 
of capital is thrown on other agencies in the capital market. 

Problems of Control 

Under simple conditions, ownership implies the control of 
the property owned. The development of the joint stock 
company with its shareholders has resulted in a separation of 
the two functions and has made it possible for an individual 
to own without controlling and, alternatively, to control 
without owning. The holder of transferable shares in a 
company has a legal title to assets which he cannot control 
directly, though he may manoeuvre himself into a position 
where he can exercise control by combining with other share¬ 
holders to form a majority of the voting stock. Explanations 
of company control along these lines have often been advanced 
and, in law, of course, in order to be in an unassailable position, 
a control of something over 50 per cent of the voting stock is 
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essential. Such control, it has been said, may lie with a small 
coherent body of shareholders, possibly a financial clique 
connected with the original promoters. This group could 
co-opt directors from within its own ranks who would, pursue 
a policy acceptable to it. 

To this situation, however, there are some very important 
exceptions. In 1934, Berle and Means analysed the share¬ 
holding of the 200 largest non-financial corporations in the 
United States. 1 They discovered that the most frequent type 
had a scattering of holdings so complete that no small group 
—say twenty persons holding the largest amount of shares 
—could together command enough votes to constitute even 
the basis of a majority vote. Consequently, they were forced 
to the conclusion that here the administration—directors and 
managers paid by fees and salaries—were left in virtual 
control. Again, in a more limited investigation made in 1926 
by The Economist in connection with a number of large 
English companies, tests were made to see to what extent 
big holdings (defined as holdings running into five figures) 
tended to dominate financial organization. The following 
table summarizes some of the results :— 




Number of Large Holdings comprising :— 

Name of 
Company 

of 

Shares 

One-ten tli 
of 

Capital 

One-fifth 

of 

Capital 

1 

One-third 

of 

Capital 

One-half 

of 

Capital 

Imperial 

f A Prof. 

2 

7 

— 

— 

Tobacco . . 

J B Pref. 

2 

3 

7 

31 


I C Pref. 

1 

2 

4 

13 


lord. 

3 

11 

75 


Courtaulds . . 

f Pref. 

4 

10 

_ 

_ 


\Ord. 

5 

22 

— 

— 

Anglo-Persian 

fist Pref. 

_ 

_ 

_ 

_ 

Oil 

•s 2nd Pref. 

— 

— 

— 

— 


LOrd. 

1* 

— 

— 

— 

Dunlop 






Rubber 

Ord. 

25 

137 




♦Excluding the holding of the British Government. 

1 The Modem Corporation and Private Property, Chapters IV and V. 
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It was pointed out that only as regards the preference 
shares of Imperial Tobacco did the largest shareholders 
control over half the issued capital, while in a number of cases 
the proportion of the whole represented by large holdings 
was extremely small. The facts demonstrate clearly that 
financial control is by no means indispensable for effective 
administrative control. As The Economist went on to point 
out: “ Provided that the mass of shareholders receive their 
dividends regularly, the directors may hold their power indefin¬ 
itely and, even when affairs go wrong, the board may have 
even more than the customary opportunities of a Government 
in power for influencing an incoherent body of electors.'' 1 

In an investigation at Birmingham University, the distri¬ 
bution of holdings in twenty of the largest British companies 
was analysed, and the same differentiated types were found 
as in Berlc and Means' investigation, though in different 
proportions. Oligarchic control by an investors' clique (in 
one case, largely members of one family), where eight persons 
or less held at least 30 per cent of the whole voting stocks, 
was possible in eleven of the twenty cases. Bureaucratic 
control by the management was indicated in four cases, where 
at least the seventy largest holdings would have had to be 
added to obtain even 20 per cent of the votes. The control 
of the remaining five companies fell between these extremes. 2 

The problem is complicated by the fact that not all share¬ 
holders are in a position to exercise control. Because of the 
fact that they wish to attempt to reduce their risks, they 
accept securities which give them a first claim on profits and 
possibly a prior right in a distribution of assets, in return 
for which they relinquish most of their powers of control. 
Thus preference shareholders as a rule vote only in such 
circumstances as when their dividends are in arrear for a 
stipulated period, in the event of liquidation, or when “ class " 
meetings are called on matters affecting their interests. 

The table shown on page 46 summarizes some of the results of 
a survey made by The Economist , 3 showing how capital issues 
had been allocated over a period of roughly three years, on 

1 The Economist, 25th December, 1926. 

2 See “ Science and the Social Relations of Industry," by Professor Florence, 
The Sociological Review, Vol. XXXI, 1939. 

*The Economist, 14th December, 1935. 
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the basis of the prospectuses issued by 210 companies. It 
distinguishes shares taken up by the public for cash and 
those issued to “ insiders/' that is, to directors and their 
friends, issuing houses, etc. It will be seen that approximately 
£27 millions out of £29 millions of preference shares were 
taken by the public, but that only £22^ million out of the 
£51 millions ordinary shares were so taken. It was found 
that out of approximately 158 million votes some 98 millions 
were exercisable by the public, or 56 per cent of the total 
votes, though the public had provided over 62 per cent of 
the share capital. It was pointed out, moreover, that the 
“ voting power of public shareholders is usually scattered 


Investigation of 210 Company Prospectuses 
Issued 1933—1935 


Offered to 

Preference 

Shares 

Ordinary 

Shares 

Total 

Public for cash 

0 Insiders " for cash 
" Insiders ” for other than cash . . 

£ 

£ 

27.464.593 

1,311,250 
884,684 

22,598,554 

8,371,029 

20,095,117 

£ 

50,063,147 

9,682,279 

20,979,801 

29 , 660,527 

51,064,700 

80,725,227 

! - 1 



while that of inside interests is concentrated.” In this matter, 
however, there would not appear to be any very substantial 
ground for complaint. If the public subscribe capital for 
enterprises in which inside interests retain voting control and 
possibly a somewhat inequitable share of profits, the fact 
should be obvious enough from a reasonably careful reading 
of the prospectus, so that they enter into the arrangement 
with'their eyes open. Yet such arrangements often are the 
cause of subsequent friction and discontent. Thus, at the 
annual meeting of Carreras Ltd. in 1942, it was stated by a 
member that the holders of 120,001 voting shares, equal to 
no more than 2.4 per cent of the total capital of the company, 
could carry any motion in a general meeting in regard to the 
election of a director. Three persons, by virtue of possessing 
a majority of the shares, had* the right to determine the 
composition of a board responsible not only for share capital 
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worth £23,000,000 but also for the welfare of a staff of over 
300,000 persons. It was maintained that the concentration 
of control in such few hands was entirely contrary to the best 
interests of commercial enterprise in the country. 1 

Instances are to be found where special classes of shares 
have been created holding a majority voting power. For 
example, in the case of Crosses & Winkworth Consolidated 
Mills, one special ordinary share carries 75 per cent of the 
total voting power. In the Liverpool Daily Post and Echo, 
twelve shares have 1000 votes each. There are also instances 
in which the ordinary capital is one-half of the preference but 
carries more than twice the number of votes, and in which 
one class of ordinary shares votes but not the other. In a 
few special cases control is entirely vested in a nominal 
quantity of shares of a special class, such as management 
or participation shares. 2 Such arrangements are entirely a 
matter of the law of contract as laid down in the Memorandum 
and Articles of the company. Full disclosure of the rights 
of the various classes of shares must be made public so that 
the applicant for shares may be fully aware of the position 
and what his voting rights, if any, are to be. Moreover, all 
new issues of capital are closely scrutinized by the Council of 
the Stock Exchange which can refuse permission to deal if, 
in its opinion, the company is capitalized in a way which is 
considered unfair. 

Thus the gap between the legal ownership of industrial 
property and effective control of that property has steadily 
widened with the development of the joint stock company 
device. 3 The qualification shareholding of directors of even 

1 See The Times, 21st December, 1942. 

2 See The Financial Times, 11th March, 1943. 

3 Much depends upon the meaning which is attached to the idea of " control/' 
Thus, one writer in discussing the work of Berle and Means, says : “ It is by 
no means clear that the functions of the entrepreneur per se, whether he 
appeared in the person of the sole owner of a single proprietorship or as one 
of thousands of common stockholders in a billion dollar corporation, have 
ever been properly conceived to be other than to make the final, ultimate 
decisions inseparably connected with the original commitment of capital to 
enterprise in anticipation of a non-contractual return and to accept the risk 
of losing that capital. With rare exceptions, any single stockholder has 
never been able to exercise formal decisive control over corporate policy, 
and he has always shared proportionately in profits regardless of the use he 
chose to make of his fractional control privileges and quite irrespective of 
any more remote ‘ influence ’ which he was in a position to exercise." Ben 
W. Lewis, Journal of Political Economy, Vol. 43, 1935, p.551. 
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large companies may be as low as a few hundred pounds 
worth of shares, so that those who control benefit from the 
profits earned only in a minor degree. The shareholders, on 
the other hand, to whom the profits of the company go, 
cannot be stimulated by those profits to a more efficient use 
of their property since they have surrendered all disposition 
of it to those in control of the enterprise. Moreover, even 
within the narrow limits of indirect control which remain, 
the shareholder shows little disposition to bother himself. 
Shareholders' meetings are sparsely attended and members do 
not even trouble to vote by proxy. As Professor Plant has 
indicated, businesses may well be all the better run on that 
account. “ The net effect is that expert management which 
may itself have little property at stake in the business, is in 
general freed from the restricting interference of an ill-informed 
and heterogeneous body of owners of property in the business." 1 
Yet, though this situation may improve the possibility of 
efficient management, can we be certain that this will be 
forthcoming ? Does the fact that business executives have 
but little stock ownership imply that ownership and the 
rewards of ownership are no longer playing their traditional 
role as the dominant incentive to efficient business leadership ? 
It has been suggested that profits serve as a yardstick by which 
the efficiency of the management may be measured, and that 
in order to get results society must rely to an increasing 
extent upon moral sanctions and the “ pride of craftsmanship " 
on the part of those entrusted with the control of large 
companies. 2 It would seem, however, that even if profits are 
regarded as an indicator of success and nothing more, they 
should retain much of their power as an incentive. The 
executives whose achievements are poor as measured by 


1 Economica, 1932. 

2<< Of course, even if the men responsible for profits do not receive them, 
profits may still serve as a criterion of efficiency to which management and 
other control groups feel themselves obliged to conform. But when the 
ownership stake of those in control is limited, society (and stockholders) 
must rely increasingly on effective legal and moral compulsions and on a 
marked ‘ instinct of workmanship ’ among its corporate leaders, if the 
standard of maximum profits for the firm is to be continuously and rigidly 
adhered to ... In such cases, profits as an accounting concept serve as a 
measuring rod for business leadership, but profits as an income do not act 
in their traditional role of providing the incentive for this leadership." R. A. 
Gordon, Quarterly Journal of Economics, Vol. 54, pp. 472-3. 
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this standard may well fear supersession by more efficient 
men. 

Information 

The provision of information by the limited company 
assumes two general aspects, namely, the information required 
by the prospective investor who is considering taking up 
securities which are being offered for subscription and, secondly, 
the information needed to assess the value of the company’s 
property when it is operating as a going concern. There is 
nothing to prevent even a public company from raising its 
capital privately as a private company must do. As already 
indicated, however, the main object of promoting a public 
company is to be able to appeal to a wide circle of investors, 
which is done by the issue of a prospectus or an equivalent 
document. This consists in any invitation to the public 
offering for subscription or purchase any shares or debentures 
of a company. The prospectus is an invitation to members 
of the public to enter into a contract to take up securities in 
the company, but in the nature of things, the knowledge of 
the subject matter of the contract is apt to be one-sided. 
On the one hand, the promoters of the concern may be 
presumed to have a fairly complete knowledge of the value 
of what they are offering to the public ; at all events, they 
have full information regarding the position as it was at the 
time of the offer. This information is not at the disposal of 
the investor and it is the aim of the law to ensure that, as 
far as possible, the document which invites him to make the 
contract shall reveal all the relevant facts. It is a sphere in 
which the legal rule of caveat emptor should be applied with 
caution—at all events, the buyer should have adequate 
material on which to base a reasoned judgment. At the same 
time, as has been repeatedly pointed out by observers, official 
and unofficial, no amount of legal enactment will protect the 
foolish from the consequences of their folly or greed. As an 
American observer, Professor T. H. Sanders, has commented : 
“ Even the most ardent regulators in Parliament recognize 
the difficulties of protecting foolish investors from knavish 
promoters and express not only regret but astonishment that 
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so many investors should commit their hard-earned savings 
into the hands of plausible rascals with fantastic schemes, 
without the advice of responsible people which often could 
be had for the asking/' 1 

The existence of such a situation cannot be used as a pretext 
for the suppression of information which should be in the 
possession of investors. The aim must be not merely to 
secure accuracy in the facts which are published ; this may 
often be the easier part of the problem. It often happens 
that to maintain silence with regard to facts may be quite as 
misleading as the presentation of information which is 
intentionally false. The counsel of perfection in the drafting 
of company prospectuses was laid down in New Brunswick 
and Canada Railway and Land Company v. Muggeridge (i860), 
30 L. J. Ch. 242 ; 3 L. T. 651, where it was said : “ Those who 
issue a prospectus holding out to the public the great 
advantages which will accrue to persons who will take shares 
on the faith of the representations therein contained, are 
bound to state everything with strict and scrupulous accuracy, 
and not only to abstain from stating as fact that which is not 
so, but to omit not one fact within their knowledge the 
existence of which might in any degree affect the nature or 
extent or quality of the privileges and advantages which the 
prospectus holds out as inducements to take shares." 

Prior to 1928, legal provisions with regard to disclosure in 
prospectuses could be evaded by the device known as an offer 
for sale. The shares were not offered directly by the issuing 
company, but through the intermediary of an issuing house 
which usually merely published an abridged prospectus, which 
did not fall within the legal provisions regarding prospectuses. 
This loophole in the law was closed in 1928 when such offers 
for sale were made subject to the same rules as ordinary 
prospectuses. This provision now applies also to shares and 
debentures privately placed and then “ introduced " on the 
Stock Exchange. In the latter case, moreover, the investor 
receives strong protection from the stringent rules laid down 
by the Stock Exchange Council. Before leave to deal is 
granted in shares “ introduced," an advertisement must be 
inserted in two leading London morning papers giving all 

1 The Accountant, 2nd March, 1940. 
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material conditions relating to the formation of the company 
and the flotation of the issue, and stating that the directors 
collectively and individually are responsible for the information 
advertised. 1 

At this stage it is worth considering what are the motives 
for business secrecy, particularly in relation to accounting 
statements. One of these is the suppression of information 
relating to innovations of one kind or another which are 
incapable of receiving legal protection through such devices as 
patents or trade marks. In such cases, the concern which 
is first in the field with the new idea will stand to reap a 
reward until such time as competing concerns follow its lead, 
and the longer the delay before this happens, the greater the 
return the pioneer firm may hope to obtain. One deterrent 
to possible imitators is uncertainty as to the financial results 
which are being obtained and this may be held to justify a 
certain evasiveness in the information made public in order 
to withhold this guidance. Thus, to quote Professor W. H. 
Hutt: " A good example is that of the introduction of an 
entirely new type of commodity into a market. It is 
impossible to know in advance whether it will appeal to 
consumers or not. A considerable capital expenditure may 
be required to produce it and much advertising expense may 
be necessary to inform consumers of its existence and to 
persuade them to be enterprising in trying it. But once 
their demand for it has been established, interlopers may be 
able to add to the supply, not without all the other initial 
expenses, but without the risk which the pioneers undertook/’ 2 
Yet, it would seem that there are still risks in adding to the 
supply as well as in introducing the commodity in the first 
place, whilst there is almost certain to be a fairly considerable 
time lag before the information becomes evident through the 
accounts and still longer before it can be acted upon. The 
private interest of the entrepreneur requires secrecy, but 
paramount consideration must be given to the public interest. 

Another motive for secrecy arises where a monopolistic 
undertaking is yielding very favourable returns. Revelation 

1 Rule 159. 

The Sanctions for Privacy Under Private Enterprise," Economica, 1942, 
pp. 242-3. 
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of the true state of things might provoke competition or, 
worse still from the point of view of the monopolist, may 
arouse public criticism and resentment, possibly leading to 
public control. Yet another motive may be founded on the 
idea of preserving public confidence, as in the case of banks 
or insurance companies. Here it is felt that in years of 
exceptional profit the results should be minimized so that 
provision can be made for years of loss—which will not be 
disclosed either. Again, though less important quantitatively 
than the preceding, is the deliberate intent to deceive, either 
with a view to fraud or to the concealment of the consequences 
of mismanagement. Finally, there has been the argument of 
protecting shareholders from their own rapacity—the idea 
that if the shareholders knew the exact profits figure, they 
would enforce distribution of dividends " up to the hilt/' 
which again cannot be regarded as a convincing argument. 
In dealing with reasoning of this type the following very 
pertinent comment has been made : “ History records many 
instances in which directors have recommended dividends 
which have subsequently proved reckless and excessive, but 
few in which shareholders, at an annual meeting, have 
attempted to secure an increased rate of payment/' 1 

Since shareholders cannot participate in any direct control 
of the businesses in which their property is invested, the 
question arises as to the extent to which they can be kept 
informed as to the position of their company. In a small 
concern, where all the proprietors are actively engaged this 
problem presents little difficulty, whether the concern is 
organized as a company or otherwise. In the case of a big 
company with a considerable " absentee proprietorship," the 
information which is to be disclosed must be prepared for a 
wide audience, which cannot be limited even to the ranks of 
the shareholders. The well-being of the business may therefore 
be pleaded as a justification for withholding a great deal of 
information from the rank and file of the shareholders. In 
the words of Professor Robertson : "In many businesses 
secrecy is still, or is still thought to be, an important factor 
in success; and when the business is a company it becomes 
necessary that secrets should be kept from those who own 

l The Economist, 18th January, 1936, p. 136. 
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them, since otherwise, by the purchase of a small share, a 
member of a rival business could easily gain access to them/' 1 

The avoidance of " giving information to competitors ” is 
used as an excuse for keeping company shareholders in the 
dark in a considerable number of cases. Yet, it is relevant 
to ask—Is much of the information which the shareholder 
has a right to expect from his directors of this character ? 
Details of technical processes, trade “ secrets ” of one sort and 
another, and methods of organization may be of value to rivals, 
but with these things shareholders are not as a rule very much 
concerned. Market information, such as the prices at which 
orders are taken, would probably improve competition at the 
expense of the firm’s profits, but here, once again, shareholders 
are not particularly interested. We are, in fact, driven to 
the conclusion that much of what shareholders require is 
only of indirect assistance to competitors, if it gives them 
any help at all. What shareholders should want to know, 
and are entitled to learn, is the true financial position of the 
enterprise as nearly as it can be ascertained. To quote 
Professor Plant once more : "It is surely an amazing fact 
that doubt still seems to exist in business circles whether 
the owners of a business, that is to say its shareholders, are 
entitled to know at specified intervals the current value of 
their property, as accurately as it can be ascertained without 
unreasonable expense/’ 2 

Another argument against the disclosure of too much 
information to company shareholders rests upon the view that 
they include many persons who cannot be regarded as having 

1 The Control of Industry, p. 66. Again, the “ national interest" may be 
invoked in favour of secrecy. Thus, “ It must be remembered that pub¬ 
lication of balance sheets and profit and loss accounts is publication to the 
world and not only to shareholders or people having dealings with the 
company in this country alone. It seems to us undesirable that companies 
engaged in vital industries (not only in war, but in peace) should be under 
obligation to disclose to their foreign competitors, and foreign governments, 
the fullest details of their trading results and their financial structures. 
Extensive information on such lines might, without any stretch of imagination, 
prove detrimental to the security of this country."—Memorandum of the 
Committee of London Clearing Bankers to the Company Law Amendment 
Committee, Minutes of Evidence, p. 280. There may be individual cases 
where this is true but they cannot be very many. If it were admitted as a 
general principle, there would be no limit to the number of applicants for 
classification as " vital industries," and an even more striking dearth of 
information. 

i Economica, 1932. 



54 THE administration of business enterprise 

an abiding interest in the progress of the undertaking in which 
they have only the floating concern of speculators who have 
bought for a rise, and have no intention of holding their shares 
as a permanent investment. Any policy or disclosure that 
would be likely to lead to an immediate appreciation in the 
market value of their shares would be welcome to them with 
a view to enabling an immediate and profitable sale of their 
holdings, and their interest is not identical with those who 
have embarked their capital in the concern as a permanent 
investment and desire the directors to adopt a policy that will 
strengthen their business and lead to its profitable future 
development. 1 This argument does not appear to be very 
soundly based. Speculation is rendered possible only by the 
existence of uncertainty arising from limited knowledge. In 
some cases, this limitation is inevitable, but there seems no 
justification for increasing the amount of uncertainty by 
deliberate secrecy. Anything which increases the amount of 
information reduces the possible gains from speculative 
activity and cuts it off at the source. 

In order to provide shareholders with an accurate idea of 
the current value of their property, there are many points of 
valuation and presentation of a highly technical character 
which are still matters of controversy in the accountancy 
profession. This point is scarcely relevant to the matter at 
present under consideration, however. The gap between the 
mode of presentation of information adopted by the most 
progressive firms and those which shroud their affairs in the 
greatest amount of secrecy which the law permits, is enormous. 
Admittedly, were it not for the provisions of the Companies 
Acts, things would probably be even worse than they are : 
these measures do impose certain minimum requirements, 
though if the letter of the law is observed rather than the 
spirit, the shareholder needs a goodly endowment of second 
sight to make much of the material placed before him. 

It is easy to evade responsibility by the argument that even 
if more comprehensive accounts were prepared, the average 
shareholder would have neither the patience nor the training 
to interpret them correctly. To this it seems relevant to 
answer that if the information is provided and he does not 
l The Times Trade and Engineering Supplement , 14th April, 1934. 
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use it, responsibility is placed squarely where it belongs. In 
any case, it is scarcely likely that all shareholders will be lax, 
while an outside expert commentary will be provided in the 
financial press. 1 The existence of this sort of disinterested 
comment is, in part, also a reply to the lack of expert 
knowledge in the interpretation of accounts on the part of 
shareholders. To some extent, though, it is an indictment of 
the mode of presentation of the accounts. If these are served 
up in conventional form in terms of a technical phraseology, 
the finer shades of meaning of which are apparent only to 
members of the accountancy profession, then the shareholder 
may well be left still groping in the dark. This, again, is 
quite unnecessary. Experience shows that it is possible to 
present information in such a way that will convey a clear 
picture to any intelligent person even though figures inspire 
feelings of deepest repugnance in his soul. If the mastery of 
this art is still confined to the few, there seems no valid reason 
why it cannot become part of the training of the financial 
advisors of companies. 

Before 1900 there was no statutory obligation upon a limited 
company to appoint auditors except in the case of banking 
companies whose accounts were governed by the provisions 
of the Companies Act, 1879. Neither was there any obligation 
in the Acts to keep accounts, still less to keep them in any 
particular form, though it was held that since directors were 
in the position of agents and trustees for their company, they 
were bound to keep regular accounts. In 1900, however, a 
clause was inserted making it obligatory upon all companies 
to appoint auditors and setting out in general form the duties 
they were to perform. It was not until 1929, however, that 
provisions were made as to the form of the balance sheet, and 
for submission to shareholders of a profit and loss account or 
a statement of income and expenditure. Since 1929, it is 
fairly generally agreed that the general standard of the 

1 The importance of this would appear to have been overlooked by Sir 
Charles Lidbury who, in giving evidence before the Cohen Committee, was 
inclined to disparage the need for increased statutory control over the 
information provided, for he stated : “ The demand, in the main, for more 
informative accounts does not come from the members of the company ; it 
does not come from the creditors of the company ; but from people who 
live by writing about these things.” Company Law Amendment Committee , 
Minutes of Evidence, Q.4723, p. 259. 
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presentation of accounts has improved, though there has been 
a tendency in too many cases to shelter behind the minimum 
requirements prescribed by the Act—a tendency which gives 
point to the criticism that the remedy cannot be found solely 
in a tightening up of legislative requirements. This does not 
mean that there is no room for a further elaboration of 
statutory requirements. 

In the past, full disclosure has been urged as a fundamental 
duty to the shareholder, but there are now grounds for placing 
the responsibility on a wider basis. Companies have, in many 
cases, grown to such an extent that they control an appreciable 
proportion of an entire industry. In such circumstances, the 
public interest is clearly involved in requiring a very full 
disclosure of the use which they are making of their powers. 
The same applies to firms which, though not monopolists in 
themselves, are members of monopolistic associations or are 
receiving favoured treatment in such forms as tariffs and 
subsidies. 1 Again, it has been suggested that the best 
interests of the relationships of capital and labour could be 
served by greater candour in the presentation of information. 
At present, the worker is inclined to regard all financial 
statements with scepticism—not because of his ability to 
criticize their shortcomings—but because of a well-founded 
suspicion that something falling short of the truth, to an 
unknown extent, is being served up. 2 

Apart from all this, however, the State is playing and 
appears likely to play, an increasingly important part in 
economic affairs. In order that such intervention may be 
fruitful, however, it must be informed; and as the joint stock 
company form of organization is responsible for the control 

1 Whether information of “ public interest " should be collected by the 
machinery of the Companies Act or by other methods is largely a question 
of expediency. The representatives of the Institute of Chartered Accountants 
told the Cohen Committee that " It should be enquired for ad hoc in respect 
of the different trades and with such detail as the Board of Trade, or whichever 
department is concerned, might want." Company Law Amendment 
Committee, Minutes of Evidence, Q.6637, p. 371. 

2 This was largely the approach adopted by the Trades Union Congress 
for, in putting forward suggestions for the amendment of company law 
they said : “ . . . the Trades Union Congress have in mind their policy of 
encouraging good industrial relations based upon mutual confidence which 
can be achieved only by the disclosure of adequate information." Company 
Law Amendment Committee, Memorandum by the Trades Union Congress, 
Appendix WW, p. 714. 
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of an important segment of economic life, disclosure of 
information by such enterprise is more desirable than ever. 
For this purpose, it has been suggested that the Act should 
prescribe a standard form of profit and loss account and 
balance sheet for all companies, though with discretionary 
power for the Board of Trade to prepare alternative standards 
for industries where the general form was unsuitable. In 
addition, it was recommended that some of the more important 
terms employed in these accounts should be defined. 1 The 
preparation of standard forms of accounts generally applicable 
to all forms of business, however, finds little favour in the eyes 
of the accountancy profession. 2 

At the present day, a great deal is being heard about 
" planned investment ” in the period of post-war reconstruction. 
Such planning, however it may be accomplished, is possible 
only if we know how capital is being used in the various 
branches of industry. Resources can be employed without 
waste only when we know the returns to investment which 
are possible to various competing employments open to 
capital. No accounting statement can claim to be based upon 
precisely ascertainable fact, since practically every figure in it 
is influenced by future contingencies. A completely un¬ 
expected turn of the market may make nonsense of the most 
carefully computed figures of trading stock. New technical 
discoveries may outmode equipment which should have done 
duty for many years. A business crisis may turn sound 
debtors into bad debts. All this is well known and has been 
met by the golden rule that profits should be ascertained 
pessimistically after a generous provision has been made for 
losses, both known and possible. Thus balance sheets tend 
to be biased documents, but unhappily the degree of bias is 
usually unknown in any particular case and, worse still, it 
varies from time to time. It has been said that “ directors 
who are responsible for signing the balance sheet may feel 
quite genuinely that it is in the best interests of the company 
to under-estimate profits in one year and to over-estimate 

1 Company Law Amendment Committee, Minutes of Evidence, Memorandum 
by The Economist, p. 474. 

“Minutes of Evidence, Memorandum of the Institute of Chartered 
Accountants, p.388 ; Memorandum of the Society of Incorporated 
Accountants, p. 502. 
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them in another, while the auditors acting in all sincerity may 
accept the views of the directors. That is to say, the position 
under the Companies Act, 1929, and the general tenor of 
case law decisions seems to have been that inaccuracy and a 
deliberate intention to mislead may be condoned in certain 
circumstances/’ 1 


Company Legislation and Monopoly 

British joint stock company legislation has frequently been 
the subject of criticism, mainly at the hands of accountants 
and legal experts, though it has also been attacked as part 
of the campaign by those who see in “ High Finance ” and 
the “ City ” the root of all the evils to which economic 
organization is subject. Criticism has, for the most part, 
proceeded along definite and well-marked lines. In the first 
place, it has attacked the inadequacy of the protection given 
to the investor against the wiles of the company promoter. 
A few years ago, it was fashionable among such critics to 
quote the figures of the Macmillan Committee regarding the 
fate of a number of company flotations in 1928. 2 A second 
line of attack has stressed the need for more complete 
protection of shareholders by providing them with greater 
means of control. This raises such problems as the powers 
and duties of directors, and of disclosure in published accounts. 
Thirdly, there has been some recognition of wider respon¬ 
sibilities to the public, though in the main these have been 
confined to the position of creditors in relation to the 
company. 

These limitations are to be seen in the official inquiries held 
into the working of the British system of company law which 
are held at infrequent intervals. The most recent of these, 
the Cohen Committee, reported in June, 1945, 3 the result of 
the deliberations of which was embodied in the Companies 
Act, 1947, and has now been consolidated in the Companies 

J See Published Balance Sheets as an Aid to Economic Investigations—Some 
difficulties, by Messrs. Coase, Edwards and Fowler, Publication No. 3 of the 
Accounting Research Association. 

2 Cmd, 3897, p. 166. 

®Cmd. 6659. 
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Act, 1948. The terms of reference of the Committee 1 would 
seem to have been sufficiently wide to include a consideration 
of certain of the matters discussed below, though in fact little, 
if any consideration was given to them. Prior to this, the 
last full-scale inquiry was that of the Greene Committee, 
which reported in 1926, and this, apart from the labours of 
a Committee under Lord Wenbury in 1918, was the first 
comprehensive review of British company law since 1905. 
The Balfour Committee in its Final Report devoted less than 
a page to the questions of joint stock companies and considered 
them mainly in the light of their use as an instrument for 
raising capital for industry. Apparently criticisms were 
received by them as to the working of the legislation on such 
matters as “ publicity, over-capitalization, combinations and 
other incidental matters” 2 but there is no discussion of them. 
In 1936, too, there was the restricted inquiry of the Bodkin 
Committee on the question of share pushing. 

The Greene Committee was principally concerned with the 
control of the activities of promoters and with questions 
relating to holding companies. Its restricted outlook is 
evident from a perusal of the headings in the Memorandum 
under which written evidence was requested. The Committee 
pointed out, rather complacently, that the British system of 
company law had been gradually evolved to meet the needs 
of the community, and considered that “ in general it fulfils 
this object in a highly satisfactory manner.” 3 The Committee, 
however, w r as deeply concerned with the question of fraudulent 
practices and their investigations were directed to a considera¬ 
tion of means for checking these by an amendment of company 
legislation. The resulting legislation, finally embodied in the 
Companies Act, 1929, contained a mass of minutiae as regards 
company practice, but made no change in basic principles. 

Matters of this kind are undoubtedly important and the 
constant vigilance of those concerned is required, but it is 
submitted that when all is said and done, these inquiries 


1 “ • • • to consider and report what major amendments are desirable in 
the Companies Act, 1929, and, in particular, to review the requirements 
prescribed in regard to the formation and affairs of companies and the 
safeguards afforded for investors and for the public interest/* 

^Cmd.3283, p. 45. 

3 Cmd.2657, P- 4 * 
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leave completely untouched certain extremely important 
problems. The wider issues of the effects of company 
legislation on economic organization, and how it affects the 
use and distribution of the factors of production is entirely 
ignored. It is true that many writers have touched upon 
some of the economic implications of the joint stock mode 
of organization, though usually in a somewhat restricted 
manner. Its success in raising large amounts of capital for 
industry has been emphasized and the part which it has 
thereby played in fostering large-scale enterprise explained. 1 
It is recognized, too, that many large companies have 
monopolistic tendencies, but the growth of these is ascribed 
primarily to such influences as technical factors or personal 
reasons. The company system is regarded merely as a 
channel through which such factors operate. Few have 
turned the question round and asked whether the company 
system has itself in any way acted as a positive factor in the 
creation of monopoly. Professor Marshall, it is true, seems 
inclined to regard the “ perpetual succession of the company 
as a factor making for concentration of production in the hands 
of one firm where suitable technical possibilities exist/' 2 
Whatever the neglect of theoretical writers, there is no doubt 
that the possibilities opened up by the limited company as a 
device for the restraint of trade became increasingly apparent to 
business men as the new method of industrial organization 
took root. Thus the Salt Union of 1888 is described by 
Sir John Clapham as “ a new device, made easier by limited 
liability, for handling an old problem/' 3 Recently, some 
economists have drawn attention to the part which company 
legislation can play in the fostering of monopoly, in an 
endeavour to refute the fallacy that this is something " inevit¬ 
able " in modem conditions. 4 Adam Smith expressed the view 
that the utility of the joint stock company was restricted unless 
it enjoyed the advantages of “ an exclusive privilege." In 
the light of subsequent developments he might well have taken 
the view that such concerns have proved excellent devices 
for the organization of “ exclusive privileges." 

1 Sec. for example, Taussig, Principles of Economics , Vol. I, p. 83 et seq. 

2 Industry and Trade, pp. 315-6. 

z An Economic History of Modern Britain, Vol. II, p. 148. 

4 See, for example, Robbins, The Economic Basis of Class Conflict , p. 70. 
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As indicated in Chapter I, a business firm comes into 
existence when the direction of resources is organized on the 
authoritarian principle by an entrepreneur and not by the 
price mechanism operating in a market. The firm will grow 
in size according as this mode of organization gives rise to 
lower costs than those incurred through using the price 
mechanism for making contracts with independent units. In 
bringing about this result, however, it would seem that two 
sets of costs have to be kept in mind, namely (i) the costs 
of bringing about the change and enlarging the firm, and (2) 
the costs of organizing when the firm is in existence. In 
certain circumstances, the costs under the first head may be 
such as to prevent the formation or the enlargement of the 
firm. Thus, it has often been said that the costs of raising 
an issue of capital for a public company through the new 
issue market are such as to preclude the formation of such a 
company with a capital less than about £200,000. 1 Under 
competitive conditions the costs of the process will be a 
decisive factor since the resulting firm has to take its selling 
prices as given. Obviously, however, if the organization can 
be made sufficiently comprehensive this assumption is not 
necessarily true, and the organization may be in a position 
to make its existence “ worth while ” by raising prices. 
Indeed, something of this kind would often appear to be in 
the minds of promoters when they endeavour to capitalize 
prospective increases in earning power. 

So long as business is in the hands of " personal ” forms 
of legal ownership—that is, the sole trader or the partnership 
—the number of firms in every industry is likely to be large 
in relation to the size of the industry so that any combination 
amongst them is unlikely to control any significant fraction 
of the output. Organization of a type sufficiently compre¬ 
hensive to achieve this result is unlikely, on account of the 
difficulty of securing agreement amongst large numbers of 
people, particularly if they are widely distributed in a 
geographical sense. The introduction of joint stock enterprise, 
however, moves a stage closer to overcoming this difficulty 
since the scale of such enterprises is usually larger. Yet it 
must not be inferred that joint stock enterprise of itself would 

*See Report of the Committee on Finance and Industry, Cmd.3897, p. 173. 
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produce monopolistic conditions, since in all important 
industries companies could be relatively small as compared 
with the scale of the whole industry. Thus, at the opening 
of the present century, Mr. H. W. Macrosty noted the part 
played by companies in the nineties in developing competition 
and stimulating over-production in nitrates, tea-planting, cycles 
and india-rubber. He commented : “ The history of modern 
industry unmistakably teaches that the joint stock company 
is a necessity and yet we see that it increases competition, 
forces over-production, and reduces profits to the vanishing 
point/’ 1 Even allowing for exaggeration, the company can 
be a force making for competition. The force operating to 
diminish competition is not so much the joint stock company 
as certain features of the law governing it. 

One factor in this connection is the position of those in 
control. In the case of the “ personal ” forms of organization, 
the individual in charge has to give the whole of his time to 
the one business. He performs a composite function of policy¬ 
making and of administration of the day-to-day activities of 
the firm, so that his outside interests are of necessity limited. 
In the public joint stock company, on the other hand, the 
work of directors is frequently restricted to policy-making, 
and much or all of the routine work of administration is 
delegated to the paid staffs of officials. In such cases, the 
work of the director is usually a “ part-time ” job—a situation 
which is often dictated by the scale of the remuneration. 
Consequently we find individual directors connected with a 
number of companies. Thus, an investigation conducted at 
Birmingham University showed that of seventy-two large non- 
financial companies whose boards were analysed, fifty-four 
were found to be interlocked in this way with other companies, 
usually similar in the nature of their businesses. 2 

This system of multiple directorships has often formed the 
target of criticism, but it cannot lightly be dismissed merely 
as a method by which a favoured few obtain large fees for 
doing nothing. A director’s value to his company in the 
performance of his legitimate function of co-ordination varies 


1 Trusts and the State , p. 134. 

2 Professor Florence ; " Science and the Social Relations of Industry/' 
The Sociological Review, Vol. XXXI, 1939. 
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with the width of his experience. His function of co-ordination 
requires him to deal with those unique combinations of circum¬ 
stances which arise in the running of a business, the solution 
of which cannot be brought within the confines of any routine 
formula. Even in this sphere, however, the facility with 
which decisions can be made must depend upon experience, 
and this can be obtained only through practice. A director 
in the service of only one company cannot usually find 
sufficient work to occupy himself continually with such 
decisions, so that he fills up his time with other—and less 
exacting—work, a fact which implies that he is used “below 
capacity/' The system of plural directorships allows him 
to place his services at the disposal of several companies, 
thereby using his skill to the best advantage whilst at the 
same time increasing its value by broadening his experience. 
In this sense, the position of the “ part-time " director is 
analogous to that of the auditor or the advertising consultant. 

The system of interlocking directorships is frequently 
referred to as a “ community of interests/' this latter concept 
having been defined as “ a form of business organization in 
which, without any formal central administration, the business 
policy of several companies is controlled by a group of common 
stock holders or directors." 1 To all outward appearance, 
such enterprises are completely independent as, in fact, in the 
eyes of the law, they actually are. The link consists simply 
in a grouping of individuals common to all the companies 
concerned. This grouping may have arisen in the first 
instance purely by chance, as an outcome of the attempts of 
wealthy investors to diversify their risks, so that the 
possibilities of co-ordinated action are discovered only after 
the event. On the other hand, it may be undertaken as a 
deliberate act of policy. This seems particularly likely when 
the community of interests covers a number of firms engaged 
in the same class of business, since the motive of diversification 
of investment cannot apply in such circumstances. “ The 
articles of association of the early companies were sometimes 
drawn up to forbid interlocking, but by 1900 they almost 
invariably allowed it specifically." 2 

1 L. H. Haney, Business Organization and Combination, p. 207. 

2 See D. L. Burn, The Economic History of Steelmaking, 1867-1939, p. 226 
(footnote). 
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When interlocking is deliberately undertaken, certain 
individuals are often included on the Board of Directors, not 
because of the services which they are expected to give in 
the formulation of policy, but because of the “ connection ” 
which they bring. These “ extraneous ” directors, as they 
are termed by Professor Florence, may have the ability to 
influence the placing of contracts, though this of itself may 
have only a limited value since reciprocal benefits will usually 
be sought and bargaining may be none too easy. 1 The 
existence of such interlocking directorates may lead further, 
however, and give rise to common policies which aim at the 
limitation of competition. 2 

Moreover, there seems evidence that such interlocking may, 
in time, give rise to other and closer forms of association. 
This is a factor noted by Macrosty 3 as promoting association 
in the iron and steel industries, whilst numerous examples of 
the same tendency were to be found in the coal trade prior 
to nationalization. When the device operates as an inter¬ 
mediate stage in the process of closer association, it is feasible 
to suppose that a very high degree of co-operation has been 
achieved behind a cloak of apparent independence. 

Possibilities of the kind discussed in the preceding paragraphs 
have received ample recognition at the hands of the Courts and 
in British company legislation. Thus, in the City Equitable 
case, decided in 1925, it was laid down that a director’s duties 
are of an intermittent nature, to be performed at board 
meetings and that he need not give continuous attention to 
the affairs of his company. Moreover, in respect of all duties 
which, having regard to the exigencies of business and the 
Articles of Association, may properly be left to some other 
official, he is, in the absence of grounds for suspicion, justified 
in trusting that official. This does not imply that his 
trust must be blind and unintelligent, for he is bound to use 

1 In effect, the bargaining has been transferred from a price basis to a kind 
of barter basis between the two companies, and the balance of advantage 
may be indeterminate. 

2 " In many cases it is very beneficial that directors of a company should 
also be directors of or interested in other businesses or companies so as to 
minimize ruinous competition and conflicts of interests." Company Law 
Amendment Committee, Minutes of Evidence, Memorandum by Mr. Herbert 
Oppenheimer, p. 244, para. 7(c). 

3 The Trust Movement in British Industry. 
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reasonable care in discharge of his duties, in default of which 
he will be liable for negligence. 

As regards the influencing of contracts, a very slight legal 
obstacle exists in the Companies Act, 1948. This provides that 
it is the duty of a director who is interested in a proposed 
contract with his company to declare the nature of his interest 
at a Board meeting. This includes contracts with another 
company of which he is a director. This obstacle is not 
serious in the present connection, for a general notice given 
to the Board that he is a member of a specified company and 
therefore interested in any contracts with that company is 
sufficient. In any case, many of the arrangements visualized 
here would not take the form of contracts at all. 

Another important influence in the fostering of monopoly 
is the private limited company. British company legislation 
originally drew no distinctions and all registered companies 
were treated on the same footing. There grew up, none the 
less, a class described as “ one man ” companies, in which one 
man was the effective owner of the business though the 
requirements of the law were satisfied by the presence of six 
“ dummy ” shareholders—an arrangement which was given 
undying fame in the annals of company law by the Salomon 
case. Up to 1907 such companies were apparently of growing 
importance. Thus in his Report for 1907, the Comptroller of 
the Companies Department notes the growth in the number 
of companies registered and the tendency of the average 
amount of nominal capital to fall. He notes that a consider¬ 
able part of the increase seems to be due to very small 
companies, particularly to those with a nominal capital 
between £1000 and £5000. This growth of “ one man ” 
companies seems to be supported by the fact that in 1907 less 
than 7 per cent of the total number registered issued a 
prospectus to the public. This tendency did not meet with 
official approval, for later in the Report, discussing the new 
Limited Partnerships Act, the view is expressed that “ If the 
result of the Limited Partnerships Act is a decrease in the 
number of these smaller companies, and a corresponding 
growth in the number of limited partnerships, the result will 
be all to the good.” It was thought that “ the system is far 
better suited to large concerns than to small ones,” the ground 
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for this statement being the relative ineptitude of company 
managements as compared with the “ personal ” entrepreneur. 

The Companies Act, 1907, however, smoothed the way of 
the one man company by creating a new type known as the 
private company with a number of privileges as compared with 
public companies. This completely falsified the expectations 
of the Companies Department regarding the growth of limited 
partnerships—a fact which is recorded in the Report for 1910. 
By 31st December, 1908, there were no less than 19,190 
private companies on the register, of which 3018 represented 
new registrations, and 16,172 were formerly public companies 
converted to the new form by special resolution. 1 By the end 
of 1912 there were over 42,000 private companies, and the 
majority of new registrations were of this class. The existing 
law is contained in the Companies Act, 1948, by which a 
private company is defined as one which restricts the right of 
transfer of its shares, limits the number of its members to 
fifty (exclusive of past and present employees) and prohibits 
any invitation to the public to subscribe for its shares or 
debentures. 

The development of the private company was originally 
intended to give the small private business an opportunity 
of enjoying the privileges of limited liability, but the device 
has proved unexpectedly popular and has been put to uses 
which were certainly not visualized by its originators. The 
English Registrar of Companies in his evidence to the Cohen 
Committee drew attention to the extraordinary ease with 
which a private company can be formed and the way in which 
the actual promoters can conceal their identity. 2 The relative 
importance of private and public companies may be gauged 
from the fact that in 1938 private companies accounted for 
over 90 per cent of the number on the register, though their 
paid-up capital was only 30 per cent of the total for all 

J See 18th General Annual Report, p. 118. 

2 " With a Company Agent to provide prints of Memorandum and Articles 
of Association, two clerks to sign declaring themselves desirous of being 
formed into a company and agreeing to take one share each, a stenographer 
(named in the articles as the first Secretary of the company) making a 
statutory declaration that the requirements of the law have been complied 
with, and a sum of £5 for duties and fees, one has all that is necessary. When 
these documents have been lodged with the Registrar of Companies he must 
give his certificate that the company is incorporated." Company Law 
Amendment Committee, Minutes of Evidence, p. 12. 
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companies. In that year, the average paid-up capital of 
private companies was approximately £13,000 as compared 
with £285,000 in the case of public companies. It is probable, 
however, that the average figure in the case of private 
companies distorted the true position. As indicated, the 
expression “ private company ” is one of law rather than of 
convenience, and it covers not only small concerns with few 
shareholders, but a growing number of companies with con¬ 
siderable capital which are subsidiaries of holding companies. 
It is in this connection that we find one of the most fruitful 
ways in which the private company has assisted in the 
development of monopoly power. 

We may ask ourselves : What particular advantages are 
possessed by the private company which serve to commend 
it to the business man desirous of reducing competition ? In 
the first place, by definition, the private company must impose 
restrictions on the transfer of its shares, which implies that 
there never can be a free market in them. This has the result 
that those in control of the company can easily maintain that 
control : there can be no danger of shares passing into the 
hands of other interests through purchase in the open market. 
When transfers of shares have to take place, this can be done 
in a pre-determincd manner in accordance with the wishes of 
those in control as expressed in the Articles of Association. 
Thus it frequently happens that the managing director has 
the right to purchase shares which are for sale. 

Secondly, under the provisions of Section 110(3) of the 
Companies Act, 1929, the annual return filed with the Registrar 
of Joint Stock Companies was not required to include a copy 
of the last Balance Sheet, so that publicity is avoided. Now, 
monopoly is not always accompanied by secrecy, but there 
can be little doubt that much monopoly does flourish in a 
very convenient obscurity. The need for greater publicity 
has frequently been recognized as an essential preliminary to 
the control of monopoly. Thus Professor John Hilton, in a 
not over-critical memorandum attached to the Report of the 
Committee on Trusts, 1 stated : “ . . . if fuller publicity in regard 

2 Cmd. 9236. The recommendation was not acted upon, though in the 1944 
White Paper on Employment Policy, the Government has promised to “ seek 
power to inform themselves of the extent and effects of restrictive agreements, 
and of the activities of combines." Cmd.6527, p. 19. 



68 THE ADMINISTRATION OF BUSINESS ENTERPRISE 

to the conduct and earnings of business concerns generally, 
and the working and effects of combinations in particular, 
could be secured, the desired object would be in great measure 
achieved/' Again, Sir Arthur Cut forth in Methods of Amalga¬ 
mation —one of the standard textbooks on the accountancy 
aspects of amalgamation—has stressed the possible advantages 
of secrecy obtainable through a private holding company when 
it is desirable to shield monopolistic practices from the public 
gaze behind a facade of competition. 

The Greene Committee, in discussing the position of private 
companies, concluded that no alteration of the law relating 
to them was desirable, and could not accept the suggestion 
that they should be compelled to file accounts in the same 
way as public companies. The subject attracted much 
attention in the proceedings of the Cohen Committee, and a 
considerable amount of evidence was tendered on this subject. 
There was considerable antagonism amongst business men 
towards a change in the status of the private company designed 
to throw the light of greater publicity on its affairs. Thus, 
a memorandum from the National Chamber of Trade argued 
that the fact that “ the right of privacy for such company 
accounts has been inherent in company law for so long, has 
of itself resulted in many businesses being converted/' and 
that " there would be a widespread feeling of resentment were 
the many well managed and well conducted companies now 
to be required to file their accounts." 1 This cannot be 
accepted as a very strong argument if it can be shown that 
the public interest is furthered by disclosure. The age of a 
practice found to be undesirable can hardly be taken as a 
justification for its perpetuation. 2 In dealing with this 
question the representatives of The Economist thought that 
the private company, which is a “ family business " 3 might 

Minutes of Evidence, p. 479. A witness, speaking for the Institute of 
Chartered Accountants, expressed the same view: "... if we were starting 
afresh with company law it might be proper to say you can have privacy 
only if you are an unlimited company, but having gone so long as since the 
year 1907 with the form of private company which we now have, I personally 
do not think it would be fair to ask private companies to disclose their 
accounts because of exceptional cases.” Minutes of Evidence, Q.6861, p. 383. 

2 In the oral evidence given by the body, the more familiar plea of avoiding 
giving information to trade rivals was said to be the main objection.” See 
Minutes of Evidence, Q.8257-9, p. 470. 

s The test being whether ” any public company has an interest in the 
private company.” Minutes of Evidence, Q.7940, p.452. 
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have the accounting requirements relaxed somewhat. It was 
suggested that they should file either a simplified form of 
accounts with a limited amount of information, or file full 
information, but not for publication. The reason for this 
concession was the rather limited range of operations of many 
limited companies which might give away information to an 
extent not likely in the case of the public company. 1 

Another line of approach adopted by the National Union 
of Manufacturers was to the effect that a private company 
suffers various disabilities in return for which it is entitled to 
keep its affairs private. 2 It was admitted by one witness that 
this was not a particularly happy argument since in most 
cases the restrictions in question—limitation of numbers, of 
the right to transfer shares and of inviting subscriptions from 
the public—would have been adopted in the Articles of such 
companies in their own interests. 3 Another witness took the 
line that the existing privileges with regard to non-disclosure 
should be maintained since “ private companies which are, in 
fact, merely an association of private individuals should be in 
no different position from the private individuals themselves/' 4 
Yet, the “ private ” nature of such a business as the Iraq 
Petroleum Company, the shares of which are held by four 
separate public companies, is questionable to say the very 
least. The memorandum of the Committee for General 
Purposes of the London Stock Exchange was quite forthright 
on the question, stating that “ The registration of private 
companies is one of the chief means used by promoters to 
defeat the present law as to disclosure of interests, and by 

1 Minutes of Evidence, Q.7039-46, p. 452. 

2 Minutes of Evidence, Q.7388, p. 421. The Memorandum of the 
Federation of British Industries used the same argument, p.595. 

3 Minutes of Evidence, Q. 10,058, p. 576. 

4 Memorandum of the Shell Transport and Trading Company, Ltd., 
Minutes of Evidence, p. 712. This somewhat rash statement was challenged 
by the Chairman on the ground that “ there is a fundamental distinction 
which that observation ignores, namely that private individuals risk their 
whole fortunes whereas the liability of a shareholder in a company is limited 
to the amount of his subscription.” The witness refused to change his 
ground, however, contending that ” I do not quite see why that should make 
it necessary for him to say to the public what he is doing.” Q.11,666, p. 685. 
The view was also advanced by the same witness that the reason for the 
introduction of the private company in 1907 was that other countries had 
introduced the facility and we introduced it here to prevent enterprise being 
driven elsewhere. Q. 11,672-5, p. 685. 
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Directors to evade disclosure of their full activities in their 
balance sheets and profit and loss accounts.” 1 

The Institute of Chartered Accountants was against any 
further disclosure of the accounts of private companies, though 
its memorandum supplies an important reason for publicity 
when it says : “ Many thousands of private limited companies 
haVe been formed and a substantial part of the country's 
trade is in their hands.” 2 As already indicated, this should 
be a substantial argument for greater disclosure. One witness, 
however, went so far as to suggest that the filing of accounts 
by private companies would be against the public interest, 
quoting as examples companies with export interests or “ a 
manufacturer who wants to explore a retail market without 
upsetting his retail customers or giving information to 
competitors.” 3 Again, a plea for secrecy was made when a 
public company forms a private one for convenience of 
administration or to conduct business abroad. “ It would be 
unfortunate ... if this were rendered difficult owing to the 
necessity of disclosing to shareholders and, incidentally, to all 
competitors, details of the business which would not be 
required if that part of the business were conducted as a 
branch.” In the latter case, however, disclosure would be 
made as part of the records of the whole business, whereas in 
the case of the private company, all worth-while record 
disappears. This raises the question whether the choice of 
the company in preference to the branch may not be dictated 
by this very fact. 

The Cohen Committee deprecated the view that publication 
of the accounts of the private company would place it at the 
mercy of its large public competitors and expressed the opinion 
that ” stimulation or elimination of the inefficient, whether 

J A 11 the officials concerned with bankruptcy and company liquidation 
viewed the present status of the company with grave misgivings. Thus, 
the Official Receiver in Bankruptcy in his memorandum states : " The 

power of individuals to * turn themselves into private companies * affords 
the most fertile field for the unscrupulous to exercise their ingenuity to the 
detriment of the credulous and opens many paths to fraud. It is in this 
sphere that a great amount of the work of a bankruptcy examiner lies. It 
is often found that by the skilful use of companies a bankrupt can so 
complicate his affairs that it becomes practically impossible to unravel them." 
Minutes of Evidence, p. 40. 

2 Minutes of Evidence, p. 386. 

Memorandum by the Association of Investment Trusts, Minutes of 
Evidence, p. 207. 
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small or large, is desirable/' They were unable, however, to 
recommend a complete abolition of the exemption, from 
publication, the “ sufficient reason ” for the continuance of 
the privilege being the fact that private companies compete 
with partnerships and individuals which were outside the 
terms of reference of the Committee. 1 This reasoning com¬ 
pletely ignores the special privileges of the incorporated 
company as compared with the unincorporated enterprise. In 
consequence of this view, but with an obvious consciousness 
that grave abuses did exist, the Committee proposed a 
complicated amendment designed to continue the exemption 
of the “ family business/' whilst increasing the obligations of 
the “ private " company in which other companies hold a 
beneficial interest. The Committee was itself compelled to 
admit, however, that its proposal would create anomalies. 2 

The unsatisfactory position with regard to private companies 
leads us naturally to a consideration of the holding company 
device which frequently exploits these particular weaknesses 
of British company legislation. Monopolistic conditions in an 
industry may be created by a variety of methods, ranging 
from informal agreements to outright absorption of formerly 
independent concerns. Obviously, if competing units are 
amalgamated, then the monopoly will be assured of greater 
permanence than will be the case with a voluntary association. 
The joint stock company offers a means whereby the complete 
identity of interest can be brought about with comparative 
ease. This arises from the fact that a company is deemed to 
be a legal person which is capable of owning and disposing of 
property, including the securities of other companies. Since 
one company can become a shareholder in another, this 
immediately opens up a very convenient method of joining 
them together; the principal company is known as the 
" holding ” or “ parent ” company, while the others are 
" subsidiary ” or “ daughter ” companies. 

It would appear that originally ” holding company ” was 
the description applied to the company formed for the express 
purpose of combining the interests of a number of companies 


1 Rcport of the Committee on Company Law Amendment, Cmd. 6659, p.27. 

2 The substance of this provision has been embodied in the Companies Act, 
1948. 
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carrying on the same or related businesses. The work of the 
holding company was purely supervisory and it did no trading 
on its own account. 1 Now, however, the term is no longer 
restricted in this way, and a holding company may have 
varying interests in other companies, and carry on business 
on its own account as well. In like manner the subsidiary 
company may be controlled completely by the holding company 
or there may be outside “ minority ” shareholding interests. 
If the outside interests have a preponderance of control then, 
technically, the company is not a subsidiary since these outside 
interests could always defeat the shareholding company. For 
purposes of economic analysis, however, a better, though less 
definite test would appear to be the existence of “ working " 
control, where the holding company, though it has a minority 
stock ownership only, has none the less effective control over 
the subsidiary. Various writers, such as Berle and Means, 
have demonstrated the existence of such an arrangement, 
where the holders of a minority holding of shares form a 
coherent group which can attract sufficient outside support to 
control policy in the absence of a rival group sufficiently strong 
to challenge it. Thus, all that is necessary to establish the 
relationship in practice is that the holding company shall own 
sufficient shares to give it effective control in this sense. 2 

This type of relationship has developed rapidly of recent 
years under the spur of “ rationalization ” and of “ economic 
planning/' It has been calculated, for example, that out of 
411 representative British companies, the accounts of 214 
included interests in subsidiaries, and that in twenty-eight 
cases the interests in subsidiaries amounted to more than the 
issued share capital of the company. 3 The holding company 
was one of the subjects of investigation by both the Greene 

1 See paper by Sir Albert W. Wyon, “ Holding and Subsidiary Companies," 
Fourth International Congress on Accounting, 1933. 

2 Thus the representatives of the Institute of Chartered Accountants told 
the Cohen Committee : " We know a case where a company owns the whole 
of the ordinary share capital of the company and does in fact control the whole 
of its day-to-day operations, appoints directors and does everything that 
is necessary in connection with the company, but owing to the fact that the 
preferred shareholders have voting rights, technically if all the preferred 
shareholders were to attend the meeting and vote against the ordinary 
shareholders then the ordinary shareholders would not be able to carry the 
day at the general meeting." Company Law Amendment Committee, 
Minutes of Evidence, Q.6510, p. 364. 

3 See H. B. Samuel, Shareholders ' Money, p. 287. 
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and the Cohen Committees on Company Law Amendment. 
The legislation embodied in the 1929 Act was unsatisfactory 
since the definition did not take account of " sub-subsidiaries ” 
and more complex forms of relationships. The Cohen Com¬ 
mittee therefore proposed that the definition of a subsidiary 
company should be amended so as to cover all companies 
under the legal control of the principal company, or companies 
in which the principal company holds more than one-half of 
the equity. 1 The substance of this proposal is embodied in 
Section 154 of the Companies Act, 1948. 

The device of the holding company provides a means whereby 
the control of a substantial part of an industry may be secured 
at a smaller cost than probably would be the case if resort were 
had to outright amalgamation. In the latter case, a detailed 
scheme has to be prepared and the values of the various 
properties to be acquired arrived at—a complicated and 
usually unsatisfactory procedure. The scheme has to secure 
the approval of the shareholders concerned, and numerous and 
often conflicting claims have to be reconciled. Not infrequently 
it happens that the outcome of the compromise is a firm which 
is heavily handicapped in one way or another—often by over- 
capitalization. These difficulties are avoided by resort to the 
device of the holding company. For example, it has been 
said that ” In their efforts to secure the controlling stock . . . 
the promoters of a holding company are aided by the secrecy 
of their operations, so that the price at which they can pick 
up these stocks is not inflated by a public knowledge of their 
own desires.” 2 

The holding company may be utilized for a variety of 
motives, but that which is most relevant to our present inquiry 
is that of the limitation or elimination of competition. This 
may be done unostentatiously by means of the holding company 
device, since the constituent concerns retain their identities 
and trade under their old names without any outward change.. 
This may be very important where a great deal of goodwill is 
attached to the names of the particular firms. When the 
holding company is used more openly as a means of consolid¬ 
ation, it is usually justified on the score of eliminating the 

1 Cmd.665g, P- 7 °. PP- 7 2 _ 3 * 

2 J. C. Bonbright and G. C. Means, The Holding Company, pp. 30-1. 
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“ wastes of competition." Through central office management 
it is hoped to eliminate much duplication of administrative 
expense, whilst on the side of production, each of the constituent 
firms, instead of producing a full range of articles, can specialize 
on particular types and varieties of product . 1 Claims of this 
kind may or may not be justified, but the more comprehensive 
such arrangements become, the more precarious the position of 
the consumer. Competition, and the protection which it 
affords, is strangled within the industry, whilst effective 
deterrents can be employed to discourage any influx of new 
enterprise which might threaten established interests. 


x If such specialization “ pays ” in the sense of adding to the net receipts 
of the firm, wc should expect that it would occur under competition on the 
part of independent firms. It is claimed that this does not occur because 
each entrepreneur seeks to cater for all markets with a full range of products. 
This can only be attributed to imperfection of competition, possibly associated 
with some lack of logic. Most arguments, however, concentrate on the 
economies of factory production which result from specialization of plants. 
It is probable that for many articles, such economies are more than offset by 
the diseconomies of distribution and selling from a central plant. Where 
this is so, diversified production may not be so illogical as it is often 
represented. The " economies ” of factory specialization may turn out to be 
at the expense of the consumer after all. 



CHAPTER 4 


FINANCING BUSINESS OPERATIONS 

The great majority of business enterprises before they can 
function must provide themselves with a certain minimum of 
material equipment and of stocks of materials or of finished 
goods, whilst they all must pay various running expenses for 
services rendered. The problem of the methods by which these 
resources of goods and services are secured is the problem of 
business finance, and upon the soundness of the arrangements 
made much of the success of the undertaking will depend. 
Sound finance alone cannot, of course, ensure the success of 
any enterprise ; technical knowledge, the existence of consumer 
demand, and even a modicum of good fortune, are equally 
important. It is undeniable, however, that even though all 
the last-named factors be present, the business may be brought 
to ruin by imprudent finance. This may arise through the 
failure of the management to take competent advice in the 
matter, or because, from one reason or another, the business 
comes to be exploited by purely “ financial ” interests, as for 
instance, when it comes within the sphere of operation of a 
speculative promoting group. Each misfortune produces 
difficulties which must be considered in the following pages. 
We must first consider the sources from which the required 
financial resources may be drawn. 

A business balance sheet is a statement which, on the 
“ assets ” side, shows the composition and value of the 
economic capital employed in the undertaking. The so-called 
" liabilities ” side indicates the sources from which the capital 
is provided. From a personal point of view, the capital in 
any business comes from two sources : from those who risk it 
as proprietors and from those who provide it as creditors. 
Those who are prepared to advance capital as proprietors must 
be prepared as a general rule to leave it there for the life of 
the business. Exceptions to this statement occur in the case 
of the sole trader who can vary his capital by withdrawals 
and reinvestment, though the scope for such action is usually 

75 
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very limited. In the case of a partnership, again, capital may 
be adjusted by common consent, though here, too, not without 
considerable risk to the business. In the case of the registered 
company, with which the following discussion is mainly 
concerned, an exception, though not a very important one, 
is provided by the device of the redeemable preference share. 
The only alternative where direct withdrawal of capital is out 
of the question, is to rely upon machinery provided outside 
of the business for the liquidation of investment and the 
transfer of ownership. When resources are provided by 
creditors, a term will usually be set to the period for which 
they are available. This period may be of long duration, in 
which case the loan takes on the character of funded debt ; 
alternatively, the period of the loan may be short, and often 
somewhat indefinite, in which case the debt is unfunded. 

The structure of the assets or the economic capital varies 
from one business to another, but can almost invariably be 
divided roughly into two sections, designated fixed and 
circulating capital. Fixed assets are those whose duration 
of life is relatively long and whose services are used up 
gradually over a term of years in producing revenue for the 
undertaking. 1 Common examples are buildings, plant, or 
rolling stock. Of a somewhat similar character are the sums 
which may have been spent in acquiring intangible property 
rights such as goodwill, patent, or trade mark payments. 
These “ intangible assets ” frequently appear in business 
balance sheets for long periods of years, though it is usually 
considered sound practice to treat them as rapidly wasting 
assets and charge them against the business revenue as 
quickly as possible. In contrast with these we have circulating 
capital, which passes rapidly through a cycle of changes in the 
course of business operations. Such a cycle in a manufacturing 
business is that provided by raw materials, work-in-progress, 
finished stocks, book debts and a bank balance. The duration 
of the cycle and its complexity are matters of variation from 
one business to another, but the period of transformation is 
much shorter than for fixed capital. In addition to these two 
classes of assets we may sometimes distinguish a third class 

1 They may also lose their value by the mere effluxion of time without 
necessarily producing any revenue at all. 



■ t 

FINANCING BUSINESS OPERATIONS 77 

which takes the form of resources invested outside the business 
altogether. Such assets may be held for the purpose of 
providing resources for specific purposes, such as sinking fund 
investments to replace a wasting asset, or readily marketable 
securities which can provide for extra capital needs of a 
seasonal character. 

The distinction between fixed and circulating capital assets 
is of importance when the source of capital supply is under 
consideration. The period of disinvestment of fixed capital is, 
by definition, of long duration. If prudently financed, the 
business will have accumulated assets sufficient to replace the 
fixed assets at the end of their working life, but this will 
commonly be a matter of years. It is clearly dangerous for 
the stability of the concern, therefore, if fixed assets are 
provided from short-term unfunded debt. An extreme 
example of this is provided by a British deposit bank which, 
since a large proportion of its resources are provided by 
unfunded debt (deposits), must refrain from investing anything 
other than a small proportion of its resources in a “ fixed ” 
form. Commercial bank loans should merely anticipate the 
proceeds of business transactions which will mature in the near 
future. Fixed capital should be provided by long-term 
resources—either " permanent ” in the form of proprietor- 
owned resources or long-term debts provided by creditors for 
a period approximating to the life of the assets. This will 
not be necessary in the case of the circulating capital, which 
can safely be provided in a short-period or unfunded form, 
though the amount so provided will depend upon its cost to 
the business. 

Unfunded Debt 

This may take the form of trade credit, or of a bank loan 
or overdraft, though the two show a considerable degree of 
interdependence. In many cases, a merchant or a manu¬ 
facturer extending trade credit may be regarded in the light 
of an unpaid agent of the bank. For example, the bank may 
not be prepared to lend to a retailer in order that he may 
hold a stock of goods and pay his supplier at once, but it may 
be quite willing to finance the wholesaler who can then sell 
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goods on credit terms to the retailer. Trade or “ book ” 
credit is usually a much more casual affair than the raising 
of a bank loan or an overdraft. The bank will usually want 
some satisfactory form of security lodged before it will give the 
required assistance and the failure to provide this often causes 
a deadlock. Bank credit, very frequently, is obtained for 
general purposes not specified in detail to the lender, whereas 
book credit has reference to specific goods from a definite 
supplier. This statement is, of course, subject to important 
exceptions, as in the case of bankers' credits for overseas 
transactions which are frequently granted for a specific purchase 
or series of purchases, and where the advance is made only 
when there has been rigid conformity with the conditions laid 
down. Again, there is often more competition in the extension 
of book credit than exists in the case of bank credit. It is, 
indeed, a frequent cause of complaint amongst traders that 
exorbitant credit terms can often be extorted by buyers from 
certain of their number because of the competition for business. 
This factor is present in much smaller degree in the case of 
bank credit—in fact, here the main complaints appear to come 
from the side of the borrowers. 

The duration of trade credit is largely a matter of custom, 
possibly backed by the activities of a trade association. " In 
the coal trade, for instance, payment within thirty days is 
regarded as satisfactory, whereas in the confectionery trade 
it is more usual to require payment in seven days, failing which 
the small discount for cash which is usually offered is forfeited." 1 
The device of trade credit lowers the supply price of capital to 
many businesses which, in its absence, would find it difficult 
to borrow at all. As Lavington points out : "by its means 
a class of borrowers who often can offer little or no security 
except their character and business record, are enabled to 
obtain supplies of capital for short periods from lenders who 
have special knowledge of their trustworthiness and business 
circumstances. ” 2 In this way the wholesaler acts as a specialist 
intermediary in handling the flow of short-term capital in 
much the same way as the bill broker. The method of granting 
credit is, however, usually informal, and this very fact is, at 

1 Braithwaite and Dobbs, The Distribution of Consumable Goods, p. 156. 

% The English Capital Market, p. 115. 
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once, a great convenience to the retailer or other beneficiary, 
and a serious element of weakness. Whether the terms of 
payment are fixed by custom or by contract, the fact remains 
that payment occurs through the voluntary action of the 
debtor in his own good time, and that no effective method 
exists for enforcing prompt settlement. From this springs 
another undesirable feature—the uncertainty of the cost. The 
trader supplying the credit may introduce an extra charge of 
unknown amount into the cost of the goods to recoup himself, 
or he may demand other concessions from the debtor. The 
business raising capital by this method may find itself in the 
position of a " tied house ” dependent on the wholesaler or 
the manufacturer. An excellent illustration of this difficulty 
is provided by the British farmer, who frequently has to rely 
upon tradesmen for a substantial part of his circulating capital. 
Thus, auctioneers may allow farmers to buy livestock on credit, 
whilst corn merchants and seedsmen may do the same thing 
in regard to corn, hay, etc. Such concessions are usually the 
subject of a " tying clause.” Thus the auctioneer may 
stipulate that the cattle and sheep shall be re-sold in his 
market, which naturally prevents the farmer from choosing 
the best outlet. Again, the merchant who supplies seed on 
credit may insist on the right to take the farmer's corn crop 
when ripe. Interference may even go beyond this and often, 
in the case of a potato crop, the merchant may pay a farmer 
to grow it. “ The farmer agrees upon a price for the cultivation, 
a sum being included for profit, the merchant finds seeds and 
artificial manures and takes the risk of the market price.” 1 

An alternative to trade credit by means of the open book 
debt is supplied by the bill of exchange. This, unlike the 
book debt, is a formal written contract, with a definite date 
of payment. The use of bills of exchange in the home trade, 
however, has been of declining importance for many years and, 
except in certain cases discussed in the following paragraphs, 
is now little used. For this, various explanations have been 
given, such as the belief that the appearance in the market 
of bills bearing a firm's name lowers its credit standing. Again, 
it has been suggested that bill finance is discouraged by the 

. ^Report on Agricultural Credit, Ministry of Agriculture, Economic Series 
No. 8 , p. 33 . 
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banks themselves in favour of the overdraft or loan which is 
more remunerative to them. It has also been suggested that 
big manufacturers and traders avoid accepting bills themselves 
because they cannot rely upon customers paying exactly on 
the due dates. Hence they cannot budget exactly and with 
the precision required to enable them to go into the discount 
market with an acceptance credit and take full advantage of 
the more favourable rates. 1 It is fairly certain that the bill 
of exchange does not possess the elasticity of the bank loan 
or bank overdraft as a means of obtaining short-term finance, 
and this fact may well counterbalance any saving of interest 
charges which may be offered by bill finance. Attempts made 
during the 'thirties by certain institutions such as The United 
Dominions Trust Ltd., to interest business men in bills of 
exchange, appear to have had little or no success. 

The use of short-term credit facilities serves, without 
difficulty, to finance stocks of finished goods and raw materials 
whose turnover is relatively rapid and which normally are 
paid for in a comparatively short period. In certain cases, 
however, the normal period of turnover may be protracted, 
or the goods may be expensive, so that special terms are 
required by the consumer if he is to be induced to buy. A 
marked feature of the period preceding 1939 was a growth in 
the range of these expensive consumers' goods such as the 
motor car, the motor cycle, radio and household electrical 
appliances. Generally speaking, consumers expect to pur¬ 
chase such articles on some form of deferred payment terms, 
which obviously lengthens the cycle of capital circulation. At 
the same time, retailers and distributors are expected to hold 
a comprehensive range of articles in stock—a fact which 
increases the value of shop inventories. This would not matter 
so much to the dealer if he could obtain suitable trade credit, 
which would transfer the problem to the manufacturer or the 
wholesaler. In most cases, however, manufacturers have not 
been prepared to grant extended credit to finance distributors 
and, in consequence, other means have had to be evolved to 
cope with the problem. 

As an example of this type of problem we may take the 
distribution of motor cars which are the most expensive of the 
^ee The Secretary, April, 1935, p. 247. 
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speciality consumers' goods. New cars are very "perishable” 
in the sense that sales are subject to seasonal influences, and 
frequent changes in models cause a rapid depreciation of those 
which are superseded. In the early days, manufacturers were 
rarely in a position to finance sales for any long period, and 
could not entertain the idea of the return of unsold stock. The 
manufacturer sells for the most part to distributors who are 
given exclusive territories, sales being made on a strictly cash 
basis. In their turn, the distributors sell to dealers. Both 
intermediaries are usually under contract to take a " sales 
quota ” during a season, and to maintain a stock for prompt 
delivery. In ordinary circumstances there is a steady stream 
of cars flowing through the channels of distribution from 
manufacturer to dealer so that the stock pool at any time is 
small in relation to annual sales. 

For the most part, the motor trade leaves the question of 
finance to specialist finance houses, though big distributors 
may have affiliated concerns for this purpose. It is one of 
these which a small provincial dealer would be likely to 
approach for the solution of the problem of financing the 
season’s sales. He is able to show that his last year’s sales 
were, say, ioo cars, and he wishes to take delivery of twenty 
new models. For this he must pay, possibly, £4000 cash 
down. Provided that the Finance House is satisfied, it will 
usually advance all or most of this sum on the security of the 
stock, and a form of contract somewhat similar to that for 
hire purchase will be executed. The dealer for his part will 
undertake to repay the loan and interest at the rate of, say, 
£200 per week, or more rapidly if the cars should sell quickly. 

Funded Debt 

A second type of borrowing is provided by long-term loans 
raised under more formal conditions. Funded indebtedness 
has been defined as all obligations to creditors which have a 
duration of more than one year. 1 There are many people who 
are unwilling to assume the risks attendant upon ownership 
participation in an enterprise. Such persons can be persuaded 
to invest provided that they receive what they deem to be 

Lincoln, Applied Business Finance, p. no. 
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adequate protection. In the case now under discussion, the 
primary source of this extra protection arises from the fact 
that they are creditors and not part-proprietors. In addition, 
however, they usually enjoy some specific security ; some part 
of the property of the business is earmarked in their favour 
with the view that, in the last resort, it may be sold to repay 
the principal and interest owing. Alternatively, the security 
may take the form of a floating charge ” over the general 
assets of the concern. As creditors, the debenture holders have 
no direct interest in profits ; their claim for interest accrues 
automatically with the passage of time and is, in fact, a charge 
against profits. 

For these reasons, what Mr. Hargreaves Parkinson calls “ a 
halo of sacrosanctity ” has tended to surround the debenture. 
It tends to be assumed that fluctuations in earning power have 
no influence upon the debenture holder's fortunes and, if the 
worst comes to the worst, he gets his money back. Moreover, 
as Parkinson has shown, these concerns with a high proportion 
of “ fixed capital ”—over which a mortgage can readily be 
taken since the power to deal with it can readily be restricted 
in favour of the creditor—have an advantage in this sort of 
finance. It is necessary to consider, however, how far this 
view of the happy lot of the debenture holder is warranted. 
Fixed assets may be specialized or non-specialized. In the 
former case they can be used only for the purpose for which 
they have been originally constructed, or can be converted to 
other uses only at prohibitive cost, as is largely the case, for 
example, with the ways and works of a railway. Where the 
assets are non-specialized they are capable of being put to 
alternative uses, examples being office buildings, shops or 
dwelling houses. Clearly the security will tend to be greater 
in the second case than in the first, for so long as an alternative 
demand for the property exists, its value will be better main¬ 
tained. If, however, the asset is specialized, then, if the 
present use fails because the business using it cannot work at 
a profit, its value largely disappears. In such circumstances, 
over a period of time, the debenture holder finds that his 
fortunes, like those of the shareholders, are linked with the 
earning power of the business. In the words of Professor 
E. S. Mead : “ The physical property, which is set aside with 
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such a profusion of formality in the mortgage, is merely the 
visible symbol of the (corporation’s) earning capacity. Without 
the plant, it is true, earnings would be impossible, but the 
plant has little value unless the spirit of profitable life is 
breathed into it by an efficient organization.” 1 

Since the debenture holder’s claim is fixed in terms of money 
—subject to the claims of the tax collector—it follows that 
in good times, as earning power increases, no benefit in the 
form of extra earnings can accrue to the investor. It is, of 
course, true that the security for his loan has improved, but 
this is of no particular interest to him as the question of 
realization does not arise. What does attract the attention 
of the investor is the relatively high yield obtained on ordinary 
shares. As soon as this creates in the mind of the investor the 
expectation of a rate of return higher than that obtained on 
the debenture, the market value of the latter will fall. The 
greater the degree of prosperity enjoyed by business, the 
greater is likely to be the capital depreciation of debentures. 
In a time of industrial depression the position is to some extent 
reversed, always provided, of course, that the borrowing firm 
can maintain the interest payments. If, however, the slump 
is particularly severe, the failure of confidence may, for a time, 
be so great as to render even good debentures virtually 
unsaleable. This is unlikely to last for long in the case of 
good securities, as the public will soon begin to judge them 
on their merits, but it is clear that the lot of even the holders 
of good debentures is far from happy in a trade slump. 

Should the company find itself in a position where it cannot 
meet its interest payments, the debenture holder finds himself 
in a fresh dilemma. To the extent that the valuation of his 
security is linked with the earning power of the company— 
which is by far the most common case—then the very time 
when he may wish to realize it is the time when it is going to 
be most difficult to do so without considerable loss. In such 
circumstances, in fact, the only course of action which holds 
out any real prospect of restoring the value of his security is 
for the debenture holder to stay his hand and support the 
enterprise in order to maintain it as a going concern in the 
hope that it may eventually be nursed back into a condition 

1 Corporation Finance, p. 108. 
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of satisfactory earning power. If this kind of impasse is to 
be avoided, then clearly the satisfactory debenture is one in a 
concern whose earnings are sufficient to cover interest payments 
—even at the depth of a severe slump—a test which is likely 
to be satisfied best by companies with stable earnings. 

According to Professor Mead, the fulfilment of the last point 
depends upon three conditions, namely, (i) the possession of 
a monopoly, (2) good management, and (3) the character of 
the business. 1 The first of these conditions seems to be some¬ 
what debatable. Prices are admittedly as a rule higher where 
no competition exists and are to a greater degree under the 
control of the seller and can, if the monopolist so desires, be 
stabilized for long periods of time. Stability of prices, however, 
does not by any means necessarily imply stability of earnings , 
which is the important point in the present discussion. This 
depends closely upon the third of Professor Mead’s conditions 
—the character of the business and the nature of the demand 
for the product. If the business supplies something in the 
nature of a necessity, either actual or conventional, then the 
stability of demand may open up possibilities of steady earnings. 
This, in turn, must depend upon the quality of the management, 
since mistakes in administration can undermine the stability 
of earnings. If demand is not stabilized and the monopolist 
uses his power to hold prices steady—which is the most likely 
course of action—then the resultant fluctuations in demand 
will have an unstabilizing effect on earnings. In addition to 
all this, however, since debentures may be issued for a con¬ 
siderable period of years, even if the foregoing conditions are 
favourable at the time of issue, there can rarely be reliance 
upon their continuance in the future. Changes in the manage¬ 
ment, or the development of close substitutes in rival hands, 
are but two of the contingencies which may falsify all 
expectations. 

Another factor to be taken into account in assessing the 
position of the debenture holder lies in the fact that in the 
majority of cases he has no powers of intervention in the affairs 
of the company so long as the terms of the contract are 
faithfully observed. Hence, he may have to stand by in a 
state of impotence while the directors allow the resources of 

1 Corporation Finance, p. 108. 
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the company to be frittered away, steadily undermining the 
security. In order to overcome this difficulty, it has been 
suggested that the security should become enforceable if the 
Court thinks {a) that the security, if realized, under existing 
conditions would not be likely to bring in more than 60 per 
cent of the outstanding principal debt, and ( b) that the company 
is not earning the debenture interest after allowing for 
depreciation. 1 

There is something to be said on the other side, however, 
and in many cases the restrictions on the power of intervention 
of debenture holders may be in the interests of better manage¬ 
ment. One of the justifications of private enterprise is the 
willingness to take risks and, on occasion, to experiment 
dangerously. The “ safety first ” mentality which is the 
characteristic of the debenture holder is inconsistent with this 
attitude. As Professor Plant has pointed out : “ In times 
of depressed trade the debenture holders and other creditors 
may dominate policy, not always with the best results ; for 
in such times a radical overhaul and re-equipment of the 
business may be the only way back to a satisfactory earning 
capacity, and there is reason to believe that debenture holders, 
who are as a class not only less speculatively minded than 
ordinary shareholders but probably also not conversant with 
the technique of particular businesses, use their power too 
frequently to delay reconstruction.” 2 

Preference Shares 

Unlike the debenture holder, the holder of preference shares 
has the status of proprietor in the company and looks for the 
return on his investment from the profits earned by the 
enterprise. Preference shares are so described mainly because 
their owners are entitled to receive a dividend at a specified 
rate in priority to the holders of ordinary shares. In addition, 

*See H. B. Samuel, Shareholders* Money. There seems no reason why such 
conditions should not be embodied in the agreement if there is a demand for 
them. Condition (b) would be a difficult one for the Court to implement 
in practice. 

2 Economica, 1932. This raises an interesting query. How far was the 
reorganization and re-equipment of British industry impeded after the First 
World War by the creditor interest, for example, the banks, in the case of 
the cotton industry ? 
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their preferential rights usually extend to the repayment of 
capital in the event of the liquidation of the company. They 
are thus calculated to appeal to the less venturesome type of 
shareholder, and this appeal is often strengthened by conferring 
cumulative rights to dividends, that is, in the event of default 
in the payment of preference dividends in any period, all 
arrears must be made good before any distribution can take 
place to the ordinary shareholders. The price paid for these 
rights is a heavy one—in the opinion of some, too heavy. The 
preference shareholder renounces his claim to any share in the 
future expansion of the business, and also foregoes any voting 
control, since this is usually limited to matters specifically affect-- 
ing his interests, or in the event of a failure to pay dividends. 

Undoubtedly, it is the hope of the preference shareholder 
that, being prepared to sacrifice earnings in good times, he will 
gain by additional security of capital and income in more 
adverse circumstances. Yet, as was frequently shown in the 
period 1918-39, this expectation was often not realized. The 
preference shareholder, in fact, often got the worst of both 
worlds. He failed to get any of the extra profit in times of 
boom, and was often called upon to make sacrifices when 
things went wrong in times of depression. Moreover, he has 
no power of self-defence comparable with that of the debenture 
holder who, when his claims cannot be satisfied, must be treated 
with circumspection by boards of directors lest he puts in a 
receiver. The preference shareholder has too often been asked 
in time of stress to make what might be called preferential 
sacrifices for the benefit of the ordinary shareholders, on the 
plea that such action will be in the best interests of the company. 
He has been asked to sacrifice not merely arrears of dividend, 
but also his preferential rights to income and capital repayment, 
whilst ordinary shareholders have made a purely nominal 
sacrifice by submitting to the writing down of their shares, 
which has left their equity rights untouched. 

As an example of this tendency the case of the Union Cold 
Storage Company, which attracted a great deal of attention, 
may be considered. This company, in 1933, asked the holders 
of the 6 per cent, 7 per cent, and 10 per cent " A " preference 
stocks to submit to a reduction of future dividend rates to 5 
per cent, 6 per cent, and 7 per cent respectively. The 
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consideration for this sacrifice was an immediate payment of 
2s., 2s., and 6s. per £1 respectively, as a cash bonus, free of 
tax, and an undertaking to distribute, for the next five years 
no more than 7 per cent on the ordinary stock, which was 
privately held. There was no suggestion that the company 
was unlikely in the future to be able to meet the full preference 
dividends on their current basis. The preference stock¬ 
holders were asked to make their sacrifice (the benefits of 
which would accrue entirely to the ordinary stockholders) 
as a gesture of recognition that interest rates had fallen. 1 On 
a poll, the requisite three-fourths majority was secured in 
favour of the scheme, though in no class did the total poll 
represent as much as half the stock in issue. An appeal was 
made to the Court under Section 61 of the Companies Act, 
1929. Mr. Justice Eve found that the votes of the stockholders 
had been cast on a wholly inadequate disclosure of material 
facts, and on this ground the plaintiffs were awarded an 
injunction. There was nothing in the judgment, however, to 
establish the principle that under no conditions could preference 
dividend rates be reduced by a company whose earnings were 
sufficient to maintain them. 2 It has been aptly said that : 

“ It would be a serious obstacle in the way of the financing 
of enterprise if the public were encouraged to regard the 
preferential right, in time of stress, as ranking after the 
debenture as a matter of law and after the ordinary share as 
a matter of practice.” 3 

Ordinary Shares 

The ordinary shareholder is the one upon whose shoulders 
the ultimate risks of business are usually regarded as falling, 
though, in view of what has been said above, this statement 
cannot be accepted without qualification. In the absence of 
later-ranking securities, such as deferred, founders' or par¬ 
ticipation shares, the ordinary shareholder is the residual 
claimant to the earnings of the company after the claims of 
the preference shareholders have been satisfied. In times of 
prosperity his dividends increase to such extent as the Board 

1 See The Economist, 25th November, 1933, p. 1027. 

*See The Economist, 21st July, 1934, P* I2 3 - 

*The Times, 20th July, 1936. 
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of Directors deems prudent, and in consequence the market 
value of his holding appreciates as well. To the extent that 
earnings are retained in the business, this also serves to 
strengthen the position of the ordinary shareholder in common 
with other classes. In times of depression, the full weight of 
the fall in earnings is felt by the ordinary shareholder, whose 
claims are deferred to those of the prior classes. Yet, as Mr. 
Hargreaves Parkinson has pointed out, the wealth of the world 
shows a long-term tendency to increase, despite set-backs and 
recessions in the short period, and the ordinary share is the 
only financial instrument which gives the investor access to 
this expansion. 

In assessing the prospects of a holding of ordinary shares 
in a company, particular importance must be attached to what 
has become known as the " gear ratio/' This is the proportion 
in which the various forms of capital are combined, debentures 
being included in the concept of capital for this purpose. The 
gear ratio is defined by Mr. Parkinson, the originator of the 
concept, as the amount of ordinary capital per £i of fixed 
interest capital. 1 Thus, if a company has an issued capital 
of £5,000,000 of which £1,000,000 comprises " fixed interest ” 
capital and £4,000,000 is ordinary capital, then the gear ratio 
would be 4 to 1. The greater the proportion of capital 
represented by the prior classes of debentures and preference 
shares, the higher is the gearing, and the lower that proportion, 
the lower the gearing. By way of illustration, the table below 
shows the gear ratios of a number of important companies. 


Company 

Total Fixed 
Interest 
Capital 

Total 

Ordinary 

Capital 

“ Gear 
Ratio " 

Associated Electrical 

£ m - 
1 -3 

£ m- 

4-9 

3-8 

British Match 

o -5 

6*2 

12*4 

Cables and Wireless 

37 ' 5 * 

8.7 

0*2 

Imperial Chemical 

23-8 

50-4 

2*1 

Lever Bros. & Unilever . . 

55-9 

ii *5 

0*2 

Turner & Newall 

1-4 

5'3 

3*8 

L.M.S. Raiiwayf 

3 i 8-5 

95 * 2 

o -3 


* Including “ A " Ordinary Shares, 
jPrior to nationalization. 

1 See Scientific Investment, Chapter IX. 
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From an investment point of view, the higher the proportion 
of " fixed interest ” capital to total capital, or the higher 
the gearing, the more speculative will be an investment in 
ordinary shares. The rate of return on them will rise in a 
spectacular manner in the good years, but it will equally slump 
disastrously in the bad ones. This is a matter of primary 
concern to the investor, but it is one which the issuing company 
cannot afford to ignore either, since it affects its power to 
raise new capital. 

In considering the capital structure of a company we have 
to recognize that it contains a number of divergent interests. 
It is natural, for instance, that the shareholders do not want 
new capital to be issued which will affect their claim to 
dividends. Consequently, ordinary shareholders will view with 
disfavour anything ranking with them, such as a further issue 
of ordinary shares. Equally, they will not like the creation of 
a class of shares ranking behind them, such as deferred shares 
with “ residual ” rights, which automatically limit the claim 
of the ordinaries. Again, preference shareholders do not wish 
classes of new capital to be created which encroach in any way 
on their security, and may insist on legal guarantees to protect 
them from such an eventuality. If a firm wishes to grow in 
size, however, and cannot do so by the device of “ ploughing 
in ” profits, then new capital will have to be raised and some 
settlement must be made of the relations between the new 
shareholders and the old. There is, of course, the possibility 
of issuing the new capital to existing shareholders in proportion 
to their present holdings—a right which is often provided for 
in the Articles of Association—and to the extent that the 
existing shareholders avail themselves of such an offer they 
preserve their rights unimpaired. If considerable additions 
to capital are needed, however, this will not be feasible except 
to a limited extent, and may be confined to an issue carrying 
special concessions not allowed in the case of the remainder of 
the new shares. The possibility of changes of this nature— 
which may take the form of expansion or of contraction— 
which entail a modification of the claims of different 
parties, makes it necessary to provide a series of pre-defined 
rights and obligations, so that a majority cannot exploit a 
minority. 
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Shares of 44 No Par ” Value 

Under British Company Law all shares must have a fixed, 
par value—that is, the “ nominal " value of the share as stated 
on the certificate. The insistence that all shares must be 
issued in this way has been the subject of repeated criticism 
on the ground of the misleading implications of the par value. 
It is of very limited usefulness in fixing the original subscription 
price of the shares, since shares may be issued at a premium 
or at a discount on the nominal value. It is of definite value 
in the case of priority shares, since it fixes the amount due to 
such shareholders in preference to the holders of equity or 
other classes of shares, on liquidation . 1 Apart from these 
cases, however, it is contended that when shares change hands 
on the Stock Exchange after issue by the company, the current 
market value may have no relation whatsoever to the pair 
value. In the absence of preferences and limitations, in fact, 
a share represents a proportional interest in the ownership of 
a company. When this is realized, “ what matters to the 
investor is the number of shares in issue ranking pari passu 
with his own, not the denomination (if any) of such shares /' 2 
To meet this situation the laws of many countries empower 
companies to issue shares of “ no par value ," 3 that is, shares 
without any value stated on them, and leave them as merely 
evidence of participation in ownership. Neither investors nor 
creditors who face up to realities are concerned with the detail 
of the share capital or its nominal value. “ The creditor's 
concern is with the capital fund which, though it may be 
wasted by bad management, cannot at any rate be distributed 
as dividend ; the investor is concerned with the net assets or 
' equity' in which he has, or may think to acquire, a 
share ." 4 

A limited number of witnesses before the Cohen Committee 
supported the proposal, whilst a number of influential bodies 


1 Minutes of Evidence taken before the Company Law Amendment 
Committee, Memorandum submitted by the Institute of Industrial 
Administration, p. 133. 

2 Ibid. Memorandum by Mr. Angus Whiteford Ac worth, p. 122. 

•These shares were first authorized by New York State in 1912 since when 
all but three of the forty-eight states of the U.S.A. have authorized their 
issue. They are also permitted in Canada. 

•Memorandum by Mr. Acworth, loc. cit., p. 121. 
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considered that it was unwanted and even dangerous . 1 The 
Economist , while thinking that the law should permit shares 
of no par value, doubted whether the British investor was 
really ready for their adoption . 2 Other witnesses knew of no 
widespread desire for such shares . 3 American writers on 
finance, with first-hand experience of the device, list various 
shortcomings amongst which is the fact that the share of no 
par value may still mislead investors , 4 and may lead to a 
variety of forms of manipulation by unscrupulous or ignorant 
boards of directors. The Cohen Committee drew attention to 
this point 5 and decided that they could not recommend any 
alteration of the law. 


The Capital Structure 

The financing of an undertaking involves two broad problems, 
namely the amount of capital which will be needed to carry 
on the business, and secondly the form of capitalization which 
is most appropriate to the circumstances of the business. It 
is essential that the plan of finance should not be framed solely 
in terms of expediency of promotion, but in such a manner 
as will best serve the long term needs of the company. The 
gearing of the capitalization of a particular business will 
conform to no single straightforward formula, but will result 

1 For example, the Chartered Institute of Secretaries, the Law Society, 
the Committee for General Purposes of the London Stock Exchange, the 
Institute of Chartered Accountants, and the Society of Incorporated 
Accountants and Auditors. 

2 “ It is our view that the no par value share provides useful emphasis on 
the equity character of ordinary capital and its dependence on earning 
power rather than on any preconceived capital value. The concept of 
nominal value frequently obstructs capital reconstruction. While it is 
doubtful whether the British investor is ready for the general adoption of 
the no par value share, we think the law should permit it." Minutes of 
Evidence, p. 475. 

8 Memorandum by the Association of Investment Trusts, p. 207. Again, 
the Accepting Houses Committee doubted whether there was any great 
demand for the change though they had no objection to it, loc. cit., p. 210. 

4 “The protection that no par stock may give is not automatic. The 
purchaser is merely put on notice that the price tag is deceptive and that the 
measure of value of the stock must be sought elsewhere. The seeking 
process requires the active interest of the purchaser." H. E. Hoagland, 
Corporation Finance, 2nd ed., p. 94. 

6 As a protection, there would have to be introduced “ a series of elaborate 
provisions the substantial effect of which would be to reintroduce a capital 
account and with it, most of those same complications which the no par 
value share was designed to avoid." Cmd. 6659, p. 12. 
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from a careful assessment of a number of factors which may 
pull in different directions. It is the aim of this section to 
indicate in general terms some of the relevant considerations. 

First amongst these we must place the general nature of 
the business to be carried on. The element of speculation is 
present in every business, but will evidently vary widely as 
between, say, a firm dealing in a necessity in a well-established 
market, a firm dealing in luxury goods, and a firm developing 
a new mineral property or an untried patent. This element 
of speculation will clearly be an important influence on the 
certainty and the stability of its earnings, which will be a 
determinant of the amount of “ fixed interest ” capital in the 
form of preference shares and debentures which will be 
advisable. Under this heading, too, we must place the extent 
to which the business is affected by seasonal or other temporary 
fluctuations in activity. It will probably be inexpedient to 
cover such fluctuations by long-term finance, but it will be 
legitimate to rely upon short-term finance in such forms as 
trade credit or bank loans. In this matter, however, much 
will depend on how the business can use funds during the 
period when they are not required for financing its own 
business. It is possible that the large concern may be able 
to invest such surpluses to advantage and may, in consequence, 
rely on its own capital rather than on short-term finance, such 
as a bank overdraft. 

Next, there is the question of the control of the business. 
The original owners of an expanding enterprise may wish to 
retain effective control in their own hands and with this object 
in view may issue securities which carry restricted voting 
rights, such as preference shares or debentures. Alternatively, 
they may allow the shareholding public some participation in 
the expected future growth of the business by the issue of 
shares with participating rights combined with an issue of 
" founders’ ” or deferred shares, the holders of which are 
vested with powers of control. Closely allied to this point is 
the question of the dispersion of shareholdings, that is, 
whether a limited number of large share-holdings is preferred or 
whether holdings should be spread as widely as possible. This 
factor may influence the denomination of the shares issued. 

Then there is the factor of the nature of the assets which 
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are held by the company. Where there is a heavy investment 
in fixed assets, as with railways or breweries, as we have seen 
above, it is possible to borrow without great difficulty on 
debentures since it is easy to find acceptable security. Whether 
it is wise always to use this power is another question which 
can be answered only in the light of the stability of the earnings 
of the firm. A fairly substantial debenture issue might well 
be appropriate in the case of a property holding company, 
but would be inadvisable in the case of a mining concern. As 
already emphasized, it is the interests of the company which 
must be paramount. The mere fact that the market will take 
debentures is no justification for their use when the interests 
of the company will be best served by the sale of equities. 

Again, the mode of capitalization adopted will vary according 
to the phase of the trade cycle which is in evidence when it 
has to be undertaken, which will influence the existing and 
prospective levels of interest rates. At the end of a trade 
depression when interest rates are low, new capital may well 
be raised by borrowing on long-term bonds, so that any extra 
earnings over and above the contractual rate of interest will 
benefit the existing ordinary shareholders either directly in 
the form of increased dividends or by strengthening reserves. 
In such circumstances the long-term contract can be made 
with a fair degree of confidence since it is unlikely that capital 
could be secured on more favourable terms in the next phase 
of the trade cycle and always provided, of course, that a 
disproportionate amount of capital is not raised in this way. 
On the other hand, at, or near the peak of a trade boom, 
borrowed capital will be expensive and should then take the 
form of short-term borrowings. These, in the circumstances, 
will bear a relatively high rate of interest, but can be “ con¬ 
verted ” at a favourable opportunity when interest rates move 
downwards. In this connection the power given in Section 58 
of the Companies Act, 1948, to issue redeemable preference 
shares is useful. Repayment of these may be made either out 
of profits or out of the proceeds of a new issue, and in order 
to provide an inducement to investors to take up such issues, 
redemption at a premium may be offered, though such premium 
must be provided out of profits. A further possibility is that 
to such an issue of redeemable capital there may be attached 
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option rights to take up shares in another class, on stipulated 
terms. If the initial capital expenditure has become fully 
productive by the redemption date such an option may be of 
considerable value and may counterbalance any loss of income 
on redemption. 

The scheme of capitalization must depend in no small 
measure on the behaviour of the business in the trade cycle, 
and on the “ age ” of the industry to which it belongs. A 
high proportion of “ fixed interest ” securities is clearly 
undesirable in any business where the earnings are subject to 
wide fluctuations. The same is true of a business which is 
attempting to develop a new branch of activity, the prospects 
of which are uncertain. Markets for the product have still 
to be developed, whilst processes of production are often in a 
state of flux, and rapid technological change may well impose 
heavy costs on the firm and make revenue a matter of great 
uncertainty from one year to another. In such circumstances, 
any heavy burden of “ fixed ” charges must again be a serious 
handicap. The capitalization of an integrated business may 
call for similar caution. “ A conservative policy is evidently 
far more necessary in the capitalization of an integrated than 
of a non-integrated company, because, in the case of a non- 
integrated business, the proportionate decline in profits, as 
a result of a fall in prices, is much less than where little 
compensation for falling prices is afforded by decreasing cost 
of materials.” 1 

Finance of Small Businesses 

So far, we have tacitly assumed that, given appropriate 
conditions in the business organization itself, capital can be 
raised in the desired form by using the established machinery of 
the market. This is not the case, however, and as long ago 

*Meade, " Capitalization of the United States Steel Corporation," 
Quarterly Journal of Economics, Vol. 16. Professor A. R. Burns objects to 
this reasoning on the following grounds. "... even a non-integrated firm, 
e.g. one producing iron ore, may benefit little in a period of declining prices 
from a decline in the cost of its materials. If the average return obtained 
by an integrated firm on operations A, B, and C fluctuates more than the 
returns to non-integrated firms engaged in operation C, the return on either 
B or A or both must fluctuate more than the combined return on all three 
operations." The Decline of Competition, pp. 436-7 (Footnote). In this 
case, care is equally necessary with the non-integrated firm. 
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as 1931, the Committee on Finance and Industry drew attention 
to a kind of “ no man's land " in British financial organization 
which has since come to be known as the “ Macmillan Gap." 
They said : “ It has been represented to us that great difficulty 
has been experienced by the smaller and medium-sized 
businesses in raising the capital which they may from time to 
time require, even when the security offered is perfectly sound. 
To provide adequate machinery for long-dated capital in 
amounts not sufficiently large for a public issue, that is, amounts 
ranging from small sums up to say £200,000 or more, always 
presents difficulties." 1 Such concerns, which include both 
incorporated and unincorporated businesses, need a source of 
supply of capital which can be invested in fixed assets, which 
in practice means borrowing for a minimum period of five years. 
This puts them outside the scope of the operations of the deposit 
banks which are essentially short-term credit institutions, 
though it is said that in the inter-war period the banks showed 
a disposition to extend the duration of a portion of their loans. 

The established channels through which the necessary 
finance might be obtained are the new issue market and a group 
of finance institutions which include the investment trusts. 
Outside of these, resort must be had very largely to private 
negotiation, which may be both slow and unsatisfactory to 
all parties. In this connection, for instance, Lavington notes 
the local markets for capital formed by solicitors. The 
solicitor “ may relieve the investor of marketing work by 
placing him in contact with a suitable borrower, in which case 
he receives an additional fee ; otherwise his function is to 
reduce risks by investigating the security and casting the loan 
contract into its appropriate legal form." 2 The large Invest¬ 
ment Trust companies do not look with any great favour on 
small issues which, being limited in quantity, and largely 
unknown, cannot hope to command a free market. In order 
to protect its interests the Investment Trust would have to 
watch each concern closely. There is also the added com¬ 
plication that the owners of such small concerns usually wish 
expansion to occur in such a way as not to modify their 
powers of control. 

JCmd. 3897, p. 173. 

*The English Capital Marhet, p. 117. 
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The difficulty in the way of the use of the new issue market 
by concerns of this type lay in the cost of using it which 
absorbed an uneconomically large proportion of a small issue 
of capital. Some years after the Macmillan Committee first 
gave voice to the problem it was said : ‘‘ In contrast with the 
economical terms on which a trustee issue or a large public 
industrial issue can be arranged, a small company offer may 
involve preliminary expenses amounting to well over io per 
cent of the issued capital .’ }1 It would appear that this is not 
altogether due to the “ indivisibility ” of the expenditure 
incurred in floating a new issue, but is partly because the 
costs of the process are higher than they might be in the case 
of a considerable amount of business. Thus, anything which 
improved the efficiency of the machinery of the new issue 
market would automatically benefit the small business in 
search of finance. Even allowing for this fact, however, 
there would still remain a problem for businesses needing 
capital below the amount stipulated by the Macmillan 
Committee. 

Moreover, the matter does not end with the costs of using 
the new issue market, but must extend to a consideration of 
the position of the market for issued securities—the Stock 
Exchange. One of the inducements which leads an investor 
to buy securities is the possibility of marketing them at a fair 
value in case of need and liquidating his investment. In order 
that such a market may exist, however, active dealing must 
be possible, which implies that there must be a reasonable 
demand for the securities and an adequate supply coming into 
the market. But in the case of a small issue, neither of these 
conditions is likely to be fulfilled, so that the investment is 
likely to be illiquid and, in consequence, avoided. 1 2 


1 The Economist, 24th October, 1936, p. 170. 

2 “ The chief difference between the private and the public subscriber to 
a developing business is that the former is and the latter is not, as a rule, 
prepared to lock up his money without the assurance that, in case of need, 
he can realize his investment readily and cpiickly, at a price. It is true 
that the great majority of the companies concerned have subsequently 
obtained facilities for dealings in theii shares on the London Stock Exchange. 
But permission to deal does not in itself make a market ... if the total issue 
is little more than ^50,000 in nominal value, there is a serious danger that, 
when the initial marketing operations in connection with the issue have been 
completed, wide and free dealing may be impossible for long periods 
together." The Economist, 31st July, 1937, P- 253. 
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It was therefore considered that there was scope for 4 new 
type of finance house to deal with the problem. After some 
discussion the first bank of the new type appeared in June, 
1934—Credit for Industry Limited—a subsidiary of the United 
Dominions Trust, which itself was engaged in instalment 
finance. This set out to make " suitable loans to tradesmen, 
manufacturers and others engaged in various forms of industry, 
requiring additional resources in semi-permanent form/' The 
company was prepared to provide credit for all types of 
industry, and particularly for small and medium-sized concerns, 
but it would not finance new inventions or the acquisition of 
existing businesses. Neither did it intend to compete with 
the banks or building societies in their specialized fields. 
Loans were to range from £100 to £50,000, and were repayable 
within periods up to twenty years according to circumstances. 
The rates to be charged were to depend on the amount involved 
and, to some extent, on the borrower's position as well as on 
the rates for money ruling in the market. “ In all cases, 
however, it will probably be something less than the rate 
usually paid on a preference share." 1 

In the same month it was announced that the Charterhouse 
Investment Trust had formed a subsidiary called the Charter- 
house Industrial Development Company Limited to finance 
industrial businesses whose capital fell below the limit with 
which existing issuing houses could deal by way of public 
issue or placing. This concern was also backed by the 
Prudential Assurance Company, Lloyds Bank and the Midland 
Bank, and was to provide money in amounts from £10,000 to 
£100,000. The Company was prepared, in appropriate circum¬ 
stances, to subscribe capital by way of preference or ordinary 
shares, and thus to become a part proprietor of the businesses 
which it was financing. In July, 1935, the well known 
merchant banking house of J. Henry Schroder & Co. formed 
the Leadenhall Securities Corporation Limited, to engage in 
the same type of business. 

The adequacy of the facilities so provided has been the 
subject of much discussion. In the first place there has been 
criticism of the attitude towards the speculative type of 

1 See Money for Industry, a pamphlet published by Credit for Industry 
Limited. 
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business, for it has been argued that " any financial organization 
for assisting small concerns which refuses to consider ‘ specu¬ 
lative ' proposals must, ipso facto , fail in its object/' 1 As 
The Economist had pointed out in discussing the formation of 
Credit for Industry Limited, many applicants who were worthy 
of support would be unable to produce conventional banking 
security and that very often " it will be necessary to base the 
final decision upon an assessment of the character of the 
applicant himself/' 2 To this the chairman of Credit for 
Industry replied that, in his opinion, any organization formed 
to finance small businesses that had not reached the com¬ 
mercially proved stage could not be successful. At the same 
time he claimed that in the case of his organization, " Loans 
have actually been made in several cases where there was no 
tangible security whatever—on the strength of a single name." 3 
It was clear, however, that the type of business which the 
Chairman of Credit for Industry Limited felt could be properly 
supported by his organization differed from the type which 
the critics had in mind. 4 The point at issue would seem to 
be whether such “ speculative " enterprises can ever be 
catered for by a system of institutional finance or whether 
they can be dealt with only by investors risking their own 
money. The general opinion seemed to favour the latter point 
of view. 


x Letter from Mr. T. G. Rose, in The Times, 31st July, 1935. 

2 The Economist, 12th May, 1934. 

3 J. Gibson jarvie, The Times, 2nd August, 1935. I -a ter, in a lecture, he 
described the “ inadmissible " category of businesses thus : "... those 
businesses which are either just starting or which have a short history, which 
have no satisfactory trading record, which own practically nothing in the 
form of fixed assets, and which, at the present stage of their careers, cannot 
be described as other than speculative . . . such businesses may have all the 
attributes and qualities which will make for success. I f their owners, however, 
are not prepared to work as their forefathers did and build quietly and 
gradually from small beginnings, then they should have recourse, and can 
only have recourse, to someone who is prepared to take a gamble. They 
are not entitled to a long term loan on a fixed maturity basis from any 
ordinary financial organization investing its own or its clients’ or its 
depositors’ money.” See 77 le Incorporated Accountants’ journal, November, 

1935. p- 46- 

4 The suitable type of business was described in the course of the lecture 
quoted above : “ The smaller companies or private businesses where the people 
engaged in the business have been so occupied long and successfully enough 
to establish a record and to create assets suitable to pledge as security for 
a loan. Such assets need not necessarily be composed of real or heritable 
property, but real property should form at least a substantial portion of the 
security for any long term loan.” loc. cit., p. 45. 
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This seemed to be the opinion of The Economist 1 in discussing 
the characteristics of a possible new type of finance company 
which would interest the small investor and be a means of 
assisting the small manufacturer to obtain his requirements 
of capital for development. Such a concern would unquestion¬ 
ably have to be managed by men of the highest integrity and 
skill. It would have to limit its risks, which would mean that 
it could not assist the new enterprise. " What the finance 
company can do is to help the entrepreneur to traverse quickly 
the road leading from a successful start to complete large- 
scale success. But it cannot give him his first start/' Again, 
finance of this type could never be furnished cheaply, for every 
proposition would have to be most carefully examined—a fact 
which would inevitably mean that much work would be done 
to no useful purpose. Liquid reserves would have to be built 
up and these, although vitally necessary for the safety of the 
business, are unremunerative. In addition to all this, the 
finance company would have to exercise a continuous though 
tactful supervision of those businesses to which it has given 
assistance. The finance company should avoid making per¬ 
manent loans but should give its assistance in the form of 
redeemable debentures or redeemable preference shares, with 
a repayment date fixed at a reasonable future time. As the 
purpose of the financing is to speed up the process of expansion, 
to the extent that it is successful the finance supplied by the 
finance company will become a diminishing proportion of the 
total resources employed in the business and repayment will 
become much easier to the borrower. 

Closely allied with this problem is the difficulty of financing 
new inventions, essentially a highly speculative field of activity. 
In the first place, there is the difficulty of getting a scientific 
opinion on the technical merits of the idea. The resulting 
dangers were seen all too clearly in the new issue boom of 1928. 
The period produced no spectacular new development com¬ 
parable, say, with the growth of the motor industry. " The 
role has, in fact, been filled by a number of industries in many 
ways characteristic of their age, such as artificial silk, safety 
glass and other new chemical products, gramophones and 
minor mechanical devices. As many of these trades are 4 new ' 

1 24th August, 1935, pp. 378-9. 
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they have offered scope for the inventor of ' secret ’ processes, 
and the promoter of companies formed to exploit the resulting 
4 patents/ The shares of such concerns, based as they were 
on a generous capitalization of the future, an absence of 
inconvenient past records, and an agreeable spicing of 
monopoly rights, have been in many ways an ideal medium 
of speculation, of which full advantage has been taken/’ 1 
Even where the parties act in the utmost good faith and 
there is no question of sharp practice—which is obviously 
more than possible in a field of this character—over-optimism 
can produce disastrous results from the standpoint of the 
investor. 2 

In November, 1935, a measure was announced which had 
the object of preventing a repetition of this kind of thing. 
The Chancellor of the Exchequer announced that the three 
Government research organizations (the Department of Scien¬ 
tific and Industrial Research, the Medical Research Council, 
and the Agricultural Research Council) would be willing, upon 
request, to suggest the names of scientists of the highest 
standing who would furnish the financial institutions responsible 
for issues of this character with reports on the scientific merits 
of the processes or substances which might form the basis of 
a public issue. Clearly, however, this protection can extend 
only to the purely technical features of the invention. It tells 
nothing of the equally important market prospects. It has 
been said that “ The process of ' vetting ’ often consists not 
so much in verifying technical claims as in determining the 
extent of demand for the new products and the forces which 
govern it, the output of rival products, the location of the 
plants in which they are made, the areas or industries in which 
they are sold, the costs and selling prices in the two cases. 


1 The Economist, 24th November, 1928. 

2 The extent of the difference between promise and performance in " patent " 
finance may be illustrated from the Safety Glass Industry. One company, 
promoted in the 1928 new issue boom, stated in its prospectus: “The work 
of manufacture can be performed to a large extent by unskilled labour by 
the use of the ‘ Douvy ' Flexible Hydraulic Press ... It can be manufactured 
from ordinary sheet as well as plate glass.’* In its first report, however, we 
read : “ The application for the patent rights of the fluid press has now been 
granted, but owing to certain technical difficulties of manufacture, a 
satisfactory fluid press has not yet been evolved. To facilitate the training 
of the personnel ... a certain number of solid presses of a well-known make 
have been installed." See The Economist , 9th November, 1929. 
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and a host of other economic facts with a technical back¬ 
ground/' 1 

Complaints were made, too, of the expense of this type of 
finance when it is obtainable. This is almost inevitable in 
the circumstances. Projects have to be investigated with 
care and expert opinions obtained on all the different aspects, 
all of which entails a considerable burden of expense. Recorded 
experience, too, shows that a considerable proportion of projects 
so investigated cannot be undertaken because they are found 
to be unsound. In the long run, however, the cost of these 
abortive investigations has to be borne by the enterprises for 
which finance is found, unless a charge is made to meet the 
cost of the inquiries, which will obviously have a discouraging 
effect. 

In January, 1945, an announcement was made of the 
formation of two new finance companies. The larger of the 
two, known as the Finance Corporation for Industry, Limited, 
has a capital of £25 million of which only 2 per cent was 
called in the first instance. The bulk of its working resources 
are provided by its power to borrow up to £100 million. 
The capital of the Corporation is held as to one-third by a 
group of insurance companies, one-third by trust companies, 
and one-third by the Bank of England. Its purpose has 
been stated by the Chancellor of the Exchequer as “ the 
provision of temporary or longer period finance for industrial 
businesses of the country with a view to their quick rehabilita¬ 
tion and development in the national interest, thereby assisting 
in the maintenance and increase of employment/' It may 
participate in the equity of the business which it finances, 
but in general its help will be of a temporary character and 
will be given by way of secured fixed interest loans. The 
Corporation will not itself engage in the business of public 
issue, but will confine itself to direct financing. 

The second institution is known as the Industrial and 
Commercial Finance Corporation, Limited, and is specifically 
designed for the financing of small businesses. It has a capital 
of £15 million and borrowing powers amounting to £30 million. 
The capital has been provided by the Clearing and Scottish 

*0. W. Roskill, " The Finance of New Inventions,” The Financial News, 
25th October, 1935. 



102 THE ADMINISTRATION OF BUSINESS ENTERPRISE 

Banks with the exception of a small participation by the Bank 
of England. The Corporation is catering mainly for the 
demands for medium and long term credit of the “ small man,” 
that is, loans ranging from £5,000 to £200,000. Although it is 
in order for any would-be borrowers to approach the Cor¬ 
poration directly, probably most proposals come to it through 
the channel of the member banks. This has raised the 
question of the amount of business which the new institution 
can look to obtain, inasmuch as the clearing banks will 
undoubtedly retain for themselves all the good medium- 
term credit business which they now handle. 1 It has been 
suggested, however, that useful business may come “ from 
concerns which have been closed as a result of concentration 
during the war, whose connections with their previous bankers 
have been severed and which require fairly long-term capital 
to reinstate themselves.” 2 

1 " There is, therefore, a danger that the new institution may become the 
proverbial dustbin into which all the less desirable business will be thrown, 
and that, even so, it may find some difficulty in employing the capital 
resources and borrowing powers with which it will be endowed." The 
Economist, 2,0th January, 1945, p. 83. 

2 The Economist , 27th January, 1945, p. 121. 
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BUSINESS LOCATION AND LAYOUT 

The great majority of businesses have to be conducted from a 
fixed establishment and, to the extent that this is true, we are 
confronted by the question : To what extent does the choice 
of a site influence the prospects of success of the enterprise ? 

General Influence of Location 

In the years which immediately preceded the Second World 
War, a great deal of interest was taken in the problems of the 
location of industry from the social point of view. This led 
to the frequent assertion that the location of an industrial 
plant was a factor of little importance but could, and in fact 
was, being determined in a purely arbitrary manner. This 
view appears to have been held on occasions by Political and 
Economic Planning which has said, for example, “ The 
original Morris cycle shop might just as well, or perhaps better, 
have been in many other places besides Oxford, but because 
it was in Oxford, Oxford now has the huge Cowley works.” 1 
In another place, the same organization has remarked that the 
location of works has sometimes been affected by irrelevant 
circumstances, " such as the fortuitous location of the investor, 
or the social ambitions of his wife.” 2 There is quite likely a 
deal of truth in such assertions, but it still remains to be 
proved that choice on such grounds has made no difference to 
the fortunes of the organization or that some central control 
would have given advice that was any better. 3 

A variation of this viewpoint is to the effect that location 
is undoubtedly an important factor in business efficiency, but 
that the forces at work are too complex to be assessed with 

VBroadsheet No. 68 , p. 6 . 

2 Report on the Location of Industry , p. 56 . The same point was stressed 
by the Chairman of the Slough Trading Estates in his evidence to the Barlow 
Commission. 

s It is, of course, possible that on occasion the social ambitions of the 
entrepreneur's wife and the self-interest of the entrepreneur may both be 
achieved ! 
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any degree of accuracy by the individual entrepreneur. 
Consequently he either makes a decision based upon an 
inadequate appreciation of the economic factors involved or 
is swayed finally by non-economic considerations. The accept¬ 
ance of this view usually leads to the argument that guidance 
—or possibly “ direction "—should be offered by an authority 
competent to weigh the factors involved—say a Government 
Department or a Commission backed by the resources of such 
a department. A body of this type, it is urged, would also be 
able to take into account considerations of “social" cost as 
well as the private entrepreneur cost, and thereby make a 
contribution to such objects as the maintenance of full employ¬ 
ment. This apparently simple extension of function, however, 
must involve this hapless body in a further formidable collection 
of difficulties with which it is not easy to see how it can 
adequately cope. 1 

Finally, there is the view that the location of an enterprise 
is dictated by economic considerations alone. Such appears 
to have been the opinion of the Board of Trade in its evidence 
before the Barlow Commission when it stated : “It can 
probably be taken for granted . . . that choice (of location) has 
been determined almost exclusively by business motives, and 
the site has been selected which appeared to afford the greatest 
balance of advantage to the particular enterprise." To the 
extent that this view is correct, it follows that any interference 
which has the result of directing the entrepreneur elsewhere 
must lead him to locate his enterprise on a site which is less 
favourable than that which he would have selected, and to 
handicap him with a burden of unnecessary cost. It also 
raises the question of the responsibility of the State for any 
losses which the entrepreneur may incur as a consequence of 

1 Thus, a discussion by Political and Economic Planning postulated that 
there should be a variety of industries within reach of every community, 
that the composition of the various industries should be such that a decline 
in the employment given by some industries owing to long-run technological 
changes, to changes in demand, particularly overseas demand, to seasonal 
fluctuations and so forth, is offset by compensating expansion in the 
employment given by other industries ; that the various industries should 
provide a variety of occupations suitable, in proper proportion, for men, 
women, juveniles, elderly people and individuals with different aptitudes 
and inclinations ; and that the units of the various industries should be 
under the control of diflerent employers. Finally, the journey to work 
should be reasonably short. See Broadsheet No. 242. It needs no prolonged 
examination to show that these conditions will not easily be satisfied. 
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such interference. An attempt is now being made to meet 
this argument for a group of the " newer ” industries by the 
concept of the “ foot-loose ” industry. These are industries 
where private cost does not vary much over a range of possible 
locations, so long as transport and power are readily accessible. 1 
There is, however, still considerable doubt as to how extensive 
this supposed class of business really is, and until such doubts 
can be set at rest, this view must be accepted with considerable 
reservation. There certainly seems to be great doubt amongst 
business men themselves on this matter. 

We are in this work principally concerned with two types of 
business establishment—the factory and the retail shop. In 
the case of the factory we are usually dealing with the 
production of goods in bulk and do not as a rule sell them 
direct off the factory premises to the final consumer. Instead, 
some intermediary merchandising organization is employed, 
which may or may not fall within the same ownership. In 
the case of the retail shop, the question of production (in the 
sense of the creation of form utility) does not normally arise ; 
the problem is that of selling goods already manufactured to 
the consumer. In the first case, broadly speaking, the goods 
have to be sent to more or less distant points of demand, 
whereas in the second, demand must move to the point of sale. 
This statement, it should be emphasized, merely attempts to 
sum up the dominant characteristic and is subject to exceptions. 
Thus, certain types of factory business frequently deal direct 
with the consumer, in which case they have to be located with 
much the same considerations in mind as retail shops; 
examples of this type are the small “ jobbing ” printer, or the 
boot repairer. Some shops, such as mail order businesses, 
send goods to the source of demand and need not be placed 
in so accessible a position as, say, the departmental store. In 
the following analysis, the cases of factories and of shops will 
be considered separately. 

Factory Location 

The aim of the entrepreneur can be assumed to be the 
maximization of his net revenue over the long period, so that 

x See G. I). N. Worswick, The Economics of Full Employment, p. 82. 
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he will aim at reducing his costs of producing and marketing 
a given output to a minimum. This must involve a considera¬ 
tion of the cost of obtaining the factors of production which he 
needs in the different sites open to him, as well as the cost of 
marketing what has been produced. It is clear that, in most 
cases, there will be a large number of possible situations open 
to him, and that, associated with each, will be a certain 
structure of costs. His aim will be to select the one which, 
in the foreseeable future, is likely to be the most favourable 
to him. This last point is important but it is very difficult 
to deal with. The entrepreneur is not interested merely in 
what is the best location now , though this must obviously 
have great weight, but in the one which is likely to give the 
best results over a period. For example, we may find some 
undertakings located near the market rather than near the 
supply of raw materials, even though it would be cheaper to 
be near the latter. The explanation is that, say, in ten years' 
time, the raw materials may have to be drawn from another 
source of supply, upon the occurrence of which the " best " 
site at present would be at a great disadvantage. Hence a 
compromise solution is necessary. 

The power of raw materials to attract an industrial establish¬ 
ment needs careful qualification. Many industries use not one, 
but a range, of raw materials or components based upon them, 
which come from widely different places. Unless, therefore, 
one of them is of dominating importance, the raw material 
factor cannot exert much influence. In one type of case, 
however, the “ pull " of the raw material may be considerable. 
This occurs when the raw material loses weight in the course 
of production and does not enter fully into the finished product. 
Examples are coal, metallic ores, and sugar beet. In such 
cases, the first operations are likely to take place at the actual 
source of supply, though subsequent processes may be situated 
closer and closer to the market. In certain of such cases, the 
factory may be drawn, not to the actual source of supply of 
the raw material, but to the port of entry of imported supplies. 
Thus vegetable oil crushing, grain milling and sugar refining 
are attracted to Merseyside. 

Any factor of production which is essential for the conduct 
of a factory of a particular type, which is localized and cannot 
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be drawn elsewhere, will attract such establishments into its 
own area. This power of attraction may be exercised, for 
example, by specialized types of labour such as that attached 
to the pottery industry of Staffordshire, so that it would 
probably pay a new firm to start there rather than near 
supplies of clay. Much depends, however, on the power of 
the entrepreneur to attract labour ; and in this connection a 
large firm is more likely to be successful than a small business. 
Thus Mr. Dennison has stated that investigation “ revealed a 
number of plants deliberately established away from the 
centres of their particular industries in order to have the 
advantage of being able to train their own labour and then be 
free from the danger of losing workers to competitors/' 1 The 
purpose of any policy of industrial location which insists that 
the " work must come to the worker ” seeks to convert labour 
into such a localized factor. 

Another “ fixed ” factor which will tend to attract new 
factories into the area where it is found is the presence of 
ancillary industries, making special plant or providing supplies 
or special services. Thus, a new entrant to the cotton and 
wool industries is almost compelled to set up his establishment 
in the traditional location, since the ancillary services and skill 
are found there alone. Once again, however, the proposed 
scale of operations of the new plant may give greater independ¬ 
ence, for if the size of the establishment is sufficiently great, 
it may be worth while to integrate the ancillary services 
required, in which case the selection of a site can be ruled 
by other considerations. 

A further example of a relatively “ immobile ” factor 
limiting the choice of a site is that of water supply in some 
industries. This is important in the case of a paper mill, 
since just before the final process of production, paper is 99 
per cent water. I11 the case of the manufacture of rag paper, 
the water consumption may be as high as 150,000 gallons per 
ton, whilst in the manufacture of newsprint, it may be from 
7,000 to 12,000 gallons per ton. The water, moreover, must 
be reasonably pure and free from certain chemicals such as 
** soluble iron/' In recent years, the development of improved 
methods of filtering has enlarged the range of choice of sites, 

1 The Location of Industry and the Depressed Areas, p. 74. 
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but water supply still remains a governing factor in the trade. 
The progress of invention may modify a factor of this type. 
The cotton industry, for example, has no longer any need to 
seek out a humid climate, for the necessary conditions can be 
created within the factory by artificial humidifiers. 

Factors of production, however, are frequently mobile in 
some degree, the most conspicuous source of the mobility being 
the development of the means of transport. Location on a 
transport route, in fact, opens up the possibility of drawing 
productive factors from a distance and also of marketing the 
output over a wider area. The development of road transport 
has increased immensely this type of mobility for firms in a 
wide range of industries. In the case of the older means of 
transport—the railway and the canal—factories dependent 
upon long-distance transport were tied fairly closely to the 
fixed route, which was of a specialized character. The route for 
the road-transport vehicle is not thus specialized and provides 
a network of communications to every part of the country, 
thereby providing the entrepreneur with a far wider field of 
choice for his factory site. 

Since factors of production can thus be moved to the factory, 
and finished goods moved to the market, the placing of the 
factory, neglecting other considerations, will depend upon the 
structure of transport costs. If transport costs were solely 
a function of weight and distance, the influence of this factor 
would be fairly readily calculable. Such is not the case, 
however, for the railway rates schedule depends not only on 
these factors, but also on the nature of the goods carried and 
on the presence or otherwise of competition. As an American 
writer, W. J. Holmes, points out : “ The importance of freight 
rate structures in the problem of location can scarcely be over¬ 
stated. There are times when a distance of a few miles makes 
a prohibitive difference in transport charges. At the other 
extreme of conditions, there are times when a plant may be 
located anywhere within an area of hundreds of square miles 
and enjoy the same advantages in most of its shipping as 
though it were situated at the point apparently most favourable, 
geography only considered/' 1 

The traditional railway rates structure of this country 

1 Plant Location, p. 69, 
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discriminates between different classes of goods, finished goods 
being placed in high rate categories as compared with raw 
materials. The result has been to cause British factories to 
be located more closely to the markets which they serve. 
During the inter-war period, however, road transport com¬ 
petition was tending to modify this position. The road 
transport industry was competitive—at all events until the 
passage of the Road and Rail Traffic Act of 1933—and its 
charges were a function of costs and operating efficiency ; 
monopolistic discrimination played no part in them. This 
tended to induce a new location of factories farther from 
markets and nearer to sources of factor supply. This was 
quite independent of the fact that road transport confers 
greater freedom of choice on the industrialist for he is no longer 
tied to a site reasonably close to a railway. 

The future influence of the transport factor will undoubtedly 
depend on whether the monopolistic pattern is imposed on 
road transport or whether the system moves in the direction 
of greater freedom in the fixing of rates and charges. If 
railway-rate making were adapted to the conditions of the 
road haulage industry, considerable changes in existing trade 
relations might be expected. As Professor Gilbert Walker has 
indicated: “Differentiation there would be, but it would be 
a differentiation based more upon cost than at present, a 
discrimination not so much between different commodities as 
between different places, and between different sizes of con¬ 
signments. Rates per ton would rise against the smaller 
consignments, and against traffic passing over the less important 
routes. It is probable that they would fall in favour of the 
larger consignments, and in favour of traffic between the bigger 
centres/’ 1 

The view is often expressed, particularly by business men, 
that an important determinant of a factory site is the level 
of local rates, and that new factories are “ driven away ” from 
heavily rated areas. 2 The Committee on Industry and Trade 

1 Economic Journal, Vol. XLIII, 1933, p. 234. 

2 Thus, in one of the many “ Special Areas " inquiries, the Commissioner 
for South Wales wrote : "It was impressed upon me that whilst the rates 
had been getting higher the assessments and the ability of commercial under¬ 
takings and of the people generally to pay the rates had been getting less, 
and it was urged that so lone as this condition of affairs prevailed it was hope¬ 
less to induce new industries to come into South Wales." Cmd. 4728, p. 166. 
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investigated the incidence of local rates on the cost of 
production of a limited sample of 23 firms in 1924, their object 
being to assess the influence of local rates upon the competitive 
power of British industry. The percentage which local rates 
bore to total cost of production ranged from 2 • 24 per cent in 
heavy chemicals down to 0*37 per cent in a hosiery firm. The 
“ median ” of all undertakings investigated was 0*55 per 
cent. 1 Since this investigation was made, however, industry 
has been relieved of local rates in two ways. The Rating and 
Valuation Act, 1925, made certain types of machinery not 
rateable, whilst the Local Government Act, 1929, introduced 
the principle of “ derating/’ As from 1st October, 1929, 
industrial hereditaments were relieved of rates to the extent 
of 75 per cent. This reduced still further the significance of 
local rates in production costs. The following table gives 
some of the figures obtained by an inquiry conducted by 
Manchester University, in which local rates are expressed as 
a percentage of the selling price of output in the years in 
question. 2 The years selected show the position before and 
after “ derating.” 


Trade 

1927 

1930 


per cent 

per cent 

Spinning (highest figure of six firms given) 

1-36 

o *57 

Weaving (highest figure of seven firms given) 

0-40 

0 • 23 

Biscuits 

0 • 72 

0 • 14 

Printing 

•• o -57 

j 0 • 10 

Engineers 

. . 0-50 

! 0 -08 

Wire. 

o -73 

0 • 18 

Textile Machinists 

. . | 0*72 

j 0-62 


From the point of view of the business man, the relief 
afforded is full of anomalies and the Derating Act has involved 
the Courts in some awkward decisions. Under the Act, an 
hereditament is industrial if it is occupied and used as a 
factory or workshop wflthin the meaning of these expressions 
in the Factory and Workshops Acts, 1901 to 1920. It has been 
held, however, that an establishment which is shut down does 

1 Sce Factors in Industrial and Commercial Efficiency, pp. 59 and 482. 

-An Industrial Survey oj the Lancashire Area, p. 280. 
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not fall within this definition, and must consequently pay full 
rates. Thus in Yates v. Burnley Rating Authority (1933), 
97 J.P.226, it was held that a cotton mill not in work, but 
kept ready for work at short notice, was not occupied and used 
as a factory and was not entitled to be derated. Again, if 
the factory or workshop is only a minor part of the business 
carried on in the premises, there is no title to relief under the 
Act. In Finn v. Kerslake, [1931] A.C.457, it was held that 
a bakehouse in the rear of a retail confectionery shop was 
part of an hereditament which was primarily occupied and 
used as a retail shop, and was therefore not entitled to 
relief. 

In any case, the location of an establishment will be 
influenced not by the absolute figures of local rating charges, 
but by the difference in the levels between localities. As 
already seen, however, the burden of rates in total costs is 
relatively insignificant, so that the differences must be even 
more trivial. If business men are influenced in their decision, 
the impulsive force is psychological rather than “ real/' 1 But 
the preceding discussion has shown that the factory location 
must take account of a number of often conflicting consider¬ 
ations of much greater quantitative importance to costs, and 
it is pertinent to ask whether the entrepreneur, confronted by 
such a trivial factor as differences in rates, is likely to be 
influenced by it in any significant degree. An ingenious 
argument was put forward by the South Wales Development 
Council to the Barlow Commission to the effect that high 
rates repel enterprise because they create the presumption that 
the services provided, and the local administration generally, 
will be of poor quality. Once again, it seems highly doubtful 
whether such considerations enter into the calculations of the 
entrepreneur. What is more relevant is the consideration 
that high rates and high assessments are not infrequently 
symptoms of local poverty and depression. When we remember 
that it is the poverty of the area and the burden of public 
assistance which largely contribute to heavy rating—and over 

1 Tlnis, in the investigation already quoted, the Commissioner for Durham 
and Tyneside stated : “It is true that, owing to the derating of Industrial 
hereditaments, the burden is not actually so grievous as might appear at 
first sight ; but the competiti ve handicap remains and there is in addition 
a real, if unreasonable, psychological eflect." Cmd. 4728, p. 83. 
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which the local authority has little or no control 1 —we can 
find the true motive for the avoidance of the area, namely, 
the poor local market which it can offer for the output of the 
factory. 

Locational Problems of Large Firms 

In the large firm a choice may exist between operating a 
single large establishment or a number of separate ones. The 
considerations governing the choice of set-up adopted vary 
with the nature of the product itself. Whatever detailed 
system of organization is adopted, the aim of the entrepreneur 
will be to deliver his output to the buyer at such cost as will 
maximize his profits from the conduct of the entire business. 
In the case of a “ homogeneous" commodity each factory will 
have to produce the article complete, though the entrepreneur 
will have the choice of centralizing production in a single 
factory, or of setting up a series of factories, each of optimum 
size, serving a given market. Thus a bakery and confectionery 
company could serve the whole of its market area from a 
central bakery, or could set up a series of bakeries suitably 
dispersed. The condition governing the choice is stated by 
Mr. E. A. G. Robinson thus : “ Concentration will proceed up 
to the point where the marginal cost of making the marginal 
unit of output at a centre of concentration, together with the 
greater cost of carrying the goods to the market, is equal to 
the greater marginal cost at a point of less concentration 
nearer to the market with a lower or no cost of carrying the 
goods." 2 Here Mr. Robinson is assuming that technical 
economies are possible as a result of centralization. If, 
however, these are not marked, the decision to decentralize 
can be taken more easily, though the general principle is the 
same. 

In the case of complex manufactured products of the type 
which consist of an assembly of prefabricated components, the 
possibilities are obviously much greater. The scales of pro¬ 
duction of the various components will, in all probability, 
vary considerably, so that there may be good technical reasons 

1 See Hicks, Standards of I.ocal Expenditure. 

t The Structure of Competitive Industry, p. 155. 
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for their separate production. A completely integrated firm 
may produce all its own components and assemble th£m on 
the one site, though complete self-sufficiency of this type is 
exceptional. Where such a situation does occur, it would 
seem that the advantages of complete control of all operations 
in one centre are high and also the costs of distribution of the 
finished product are not markedly different from the costs of 
carrying the component parts. 

It frequently happens, however, that the manufacture of 
components and the assembly of the finished product are 
carried on at different places. Where such geographical 
separation of production does occur, there may be centralized 
production of components in a single factory with decentralized 
assembly in factories widely dispersed. Where this solution 
is adopted, it would seem that two sets of considerations are 
involved. In the first place, in the production of components 
there must be common materials, classes of labour, or 
industrial processes which prevent any attempt at decent¬ 
ralization. Thus, expensive equipment with high output 
capacity might make it imperative to produce a full range of 
components in the one place in order to secure full utilization. 
If, however, the finished article is expensive to transport, then 
it may prove cheaper to send the components to a number 
of local assembly plants from which delivery can be made, 
always provided that such a course of action does not involve 
any marked diseconomies on account of the relatively small 
scale of assembly. 

The same course of action may be worth while when markets 
are located in different countries, and tariff complications 
intervene. If parts of motor vehicles, for example, are taxed 
at a lower rate than complete vehicles, there is an incentive 
to foreign manufacturers to establish local assembly plants 
and import components. Even where the rate of taxation is 
the same on components and vehicles there is an advantage 
to a foreign manufacturer if he assembles locally equal to the 
tariff on the cost of assembly. Advantage can be taken of 
this fact provided that the cost of labour does not differ 
between the two countries to such an extent as to offset the 
saving. Again, local assembly may be favoured when it is 
cheaper to hold components in stock than the finished article. 
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so that assembly can occur as delivery is required, again 
provided that it can be made by relatively unskilled labour 
without any elaborate equipment. 

An alternative possibility is to produce the components in 
dispersed factories but to assemble centrally. In some cases 
it is possible that this result has been brought about by 
historical causes connected with the way in which the integ¬ 
ration has been achieved. The firm may have acquired control 
of existing factories which may not always be sited exactly 
where they would be placed if it were possible to start from 
the beginning. Where, however, dispersal is a matter of 
deliberate choice, it may be explained, firstly, as above, by 
the presence of local (immobile) agents of production, essential 
for the production of the component in question. Such would 
be the case, for example, where it is necessary to employ a 
special class of skilled labour. Thus in the ’thirties, Morris 
Motors Ltd. concentrated the production of component parts 
of cars into separate and specially equipped factories located 
in the districts where the best labour was obtainable for each. 

A second possibility is that the component in question calls 
for the use of “ weight losing ” raw material, so that it is far 
cheaper to transport the finished component than the con¬ 
stituent material. A further possibility is that the factory 
concerned may be producing a surplus supply of components 
over and above the firm’s own requirements, so that the 
excess production has to be sold outside the organization. 
The plant may be partly located with a view to fostering such 
sales. When outside firms are supplied in this way, there is 
a tendency for the specialist supplier to locate himself near 
his market. 

When centralized assembly of the finished product is 
associated with decentralized production of components, the 
co-ordination of the various parts of the organization may 
present some serious problems. If a diversity of materials is 
used, there may be no advantage in the centralized control 
of purchases and the individual producing units may have to 
be granted a great deal of local autonomy. Moreover, there 
will have to be set up within the organization something 
analogous to the buying department which would be needed 
if components were being purchased from outside suppliers to 
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ensure that supplies come forward to the central assembly 
plant as required. There may be important economies of 
general administration from this type of arrangement, but 
such an organization does raise the question whether it might 
not be better if the sections producing components were 
independent of the assembling firm, thereby leaving the latter 
greater freedom of action. This raises questions which are 
discussed more fully in Chapter 6. 

Shop Location 

The primary function of the retailer is to provide goods and 
services for the convenience of the consumer. As one writer 
has put it, “ the function for which the retailer is paid is that 
of supplying a given set of consumers with products which 
they require at places convenient to them.’’ 1 The location of 
the retail shop depends upon the sort of convenience which 
the entrepreneur is endeavouring to supply. The aim may be 
to bring the shop as close as possible to the home of the consumer 
—the extreme example of which is the delivery vehicle which 
travels from door to door. This service may be operated from 
a depot or warehouse which is not conveniently situated from 
the standpoint of the consumer, but the rent of which is 
comparatively small. The same type of service is provided 
by the " corner ” shop in the residential district. From this, 
purchases can be made at short notice with little expenditure 
of time and no cost of travelling ; children can be sent to get 
what is needed. But such a shop must, by definition, have 
a limited market, so that its prices tend to be high and its 
stock range in any given line of goods, small. Here, too, the 
rent charge is comparatively low and may, indeed, be little 
more than the sum which the proprietor would have to pay 
in any case for an ordinary dwelling house ; more often than 
not he combines dwelling house and place of business in the 
one establishment, at a single rent. 

If the convenience sought by the consumer lies in the 
direction of a wider range of choice, or of low prices, or of 
services of a highly specialized type, then the shop must be 
located where a market sufficiently wide to permit such 

Uienry Smith, Retail Distribution, p. 4. 
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developments exists. Such specialization is, however, likely to 
proceed by stages. Thus, in a fairly large town, each district 
is likely to have one or more “ shopping streets ” in which 
“ regular ” tradespeople congregate, offering a wider range of 
choice and a higher standard of personal service than that 
associated with the back-street shop. The types of merchandise 
stocked by such establishments are of the “ convenience ” 
class—goods of everyday requirement by the consumer. In 
such areas we shall find, amongst the larger types of retailing 
organization, the branches of the multiple shops and of the 
co-operative societies. When we come to the case of " shop¬ 
ping ” goods—where comparison of prices and of quality is 
all-important—then the consumer is prepared to sacrifice 
convenience in the form of accessibility for the power of picking 
and choosing. Speciality shops and the departmental stores 
must, therefore, be located where they are readily accessible 
to a large population, often drawn not merely from within 
the town, but also from the surrounding area. This will be 
found in a recognized shopping centre situated in convenient 
proximity to the principal transport routes serving the area. 
Such a site, however, will be comparatively expensive. 

When the broad question of the location of a retail shop 
has been settled, in the sense of the type of district in which 
it is to be placed, there is still room for considerable discretion 
in selecting the actual site. Detailed local knowledge of 
shopping habits will be desirable before the final choice is 
made. Shopping streets often have “ good ” and “ bad ” sides 
so far as retail businesses are concerned. Then there are the 
advantages of location near bus stops or tube stations, near 
cinemas or railway stations, or close to other retail shops which 
attract large crowds, such as the “ bazaar stores.” All of these 
factors may be of importance in particular cases. 

Rent is frequently described as a payment for differential 
advantages—such as fertility or location—enjoyed by the 
possessor of one piece of land over the holder of “ marginal ” 
(no rent) land. In the case of trading businesses such as 
retail shops, the advantage for which payment has to be made 
by the tenant is that of location in relation to potential 
customers. For a retail business, location in a main street 
may have a superior attraction to that in a back street, since 



BUSINESS LOCATION AND LAYOU^T 117 

the proprietor has the opportunity to engage the attention 
and obtain the patronage of a greater number of people, always 
provided that he has the resources to take advantage of the 
opportunity thus opened up. Convenience of location will 
help to enlarge the volume of the trader’s turnover and to 
increase the size of the residue remaining after his costs of 
doing business have been met. Under conditions of free 
competition in the letting of business premises, however, the 
landlord will be in a position to hold out for a payment by way 
of rent equal to this differential advantage. If the occupation 
of site B enables a business man to earn an additional net 
return of £100 per annum over and above that which he would 
get if he occupied site A, competition for the site will force 
up the rent which the landlord can charge by this amount. 
If this is the case, however, we are faced with the question— 
What advantage does the site offer to the business man ? Are 
not the differential advantages of location entirely eliminated 
by differences in rentals payable ? 

Something of this sort might be true under the conditions 
of perfect competition assumed in theory. In practice, how¬ 
ever, even in an “ active market,” certain serious reservations 
are necessary. In the first place, the advantages of location 
are not static, but depend on surrounding developments, so 
that the opportunities offered by a particular site are subject 
to variation and with them, the economic rent varies. The 
argument as set forth in the above paragraph is based upon 
the tacit assumption that landlord and tenant can re-contract 
at frequent intervals so that if, for example, the development 
of a site increases the rent which the landlord can charge, he 
can either compel the present tenant to pay more or oust him 
in favour of a competitor who is willing to do so. Such short¬ 
term contracts, however, in many cases do not exist, but a 
lease is taken covering a term of years, the rent being fixed in 
accordance with the expectations of the parties as to the value 
of the site over the period. The advantage of a long lease in 
forestalling a landlord who might advance the rent of a success¬ 
ful business is one which is detailed in most elementary hand¬ 
books of business practice. Where such an arrangement holds 
good, any such increased earnings due to the improvement 
in the value of the site will accrue to the tenant for the 
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duration of the lease, unless the landlord was in a position 
to anticipate them in striking the original bargain. Moreover, 
even when the time comes to enter into a new lease, if the 
landlord is to secure the full economic rent for himself, we 
have to suppose that means exist to enable him to find out 
what this is, such as a system of competitive bidding for the 
site. Such an occurrence rarely, if ever, takes place. 

Secondly, the argument seems to depend upon the pros¬ 
pective tenants being at least equal in ability so that someone 
can always be found who can use the site to the same advantage 
as the present occupant. The results which are obtained from 
a particular site are a joint product of the location and of the 
entrepreneur who is using it. If the occupancy of a site by 
a Gordon Selfridge increases its rental value, the landlord may 
be able to secure this increment for himself only if he can secure 
an offer from an entrepreneur of comparable ability. If there 
is a “ gap ” in the supply of entrepreneurial ability then, even 
if we assume that the difficulty in measuring the increase in 
rental value has been overcome, the landlord may well hesitate 
to attempt to secure the whole of the differential advantage 
for himself, lest the tenant go elsewhere and take his goodwill 
with him. 

Competition for a site may come either from new entrants 
to the trade, or from established concerns. In either case, it 
is likely to be restrained by uncertainty. An entrepreneur 
establishing a new business and taking over the site for the 
purpose, might be able to pay the higher rent demanded by 
the landlord after he had become established. Since the 
venture is untried, however, this will be an addition to the 
number of uncertainties which already confront him—a fact 
which is likely to restrict competition very considerably from 
this source. In the case of an established business, removal 
to a new site is an operation which will not willingly be 
undertaken. It may well be that during the transitional 
period the higher rent may involve the entrepreneur in a loss 
or, at any rate, leave him with a profit smaller than that 
which he can earn by staying where he is, whilst after the 
transitional period is over, he will be no better off than before 
because of the extra rent. Again, all this depends on the 
further assumption that his own lease will permit him to 
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consider moving at the precise time when the offer is open, 
without incurring loss. If we ignore this last point, it would 
appear that the established entrepreneur will take over the 
site at the higher rental only if he thinks that, over a period, 
he can recoup his earlier losses—but this once again implies a 
form of contract which will prevent the landlord from obtaining 
immediately future increases of rental value. If, however, an 
established business is looking for an additional site, say, to 
open another branch, the points just raised will not altogether 
apply. In such circumstances the landlord may get part of 
the increased rental, though it by no means follows that he 
will get all. The multiple shop companies to some extent set 
up this type of competition for sites and are often accused of 
driving up rents in shopping centres. 

The competition for a site, of course, can come from a demand 
for alternative uses of the land, and not merely from entre¬ 
preneurs in the same line of business. Possibilities here tend 
to be restricted up to a point by the fact that the site is already 
occupied by specialized capital which may have to be adapted 
or possibly completely removed and reconstructed before the 
site can be used. Apart from this, the rentals which can be 
afforded by such alternative uses are usually “ discontinuous ” 
in nature. Thus a site may yield a rent part of which goes 
into the pocket of the tenant rather than into that of the 
landlord, because the land is worth no more than the existing 
rent for other purposes. The present tenant, were he com¬ 
pelled to move elsewhere, would be worse off, and would pay 
an extra rent rather than do so. Since the competition of 
alternative uses is lacking, however, the landlord has no means 
of exerting the necessary pressure, unless he can do so by some 
sort of bluff. Thus, because of the failure of competition, the 
occupancy of a given site frequently yields an extra return to 
the tenant, which the landlord finds it impossible to secure 
for himself. 

Plant Layout 

The question of plant layout may be regarded as the problem 
of the location of machines and processes within the factory, 
the basic aim being to perform each operation at the point of 
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greatest convenience. This last statement is, however, subject 
to the very important reservation that the point of “ greatest 
convenience ” for one process shall not conflict with that 
appropriate to others. It may be that the costs of Department 
A are minimized by locating it in close proximity to Department 
B, but if this imposes extra costs on Departments E and F, 
adjustments may be necessary. The operations of the estab¬ 
lishment must be viewed as a whole with the object of 
minimizing the aggregate cost rather than that associated with 
individual processes. Clearly this is the same point of view 
which is adopted in the location of the business unit. Con¬ 
sequently, the starting point for a decision on plant layout 
must be a detailed technical analysis of the work to be done. 
The first step is an analysis of production centres or units of 
operation in order to ascertain the space requirements of each 
and of the total undertaking. Following this, the relation of 
production centres with reference to the sequence of processes 
and the movements of materials in the course of manufacture 
must be determined . 1 The aim must be to secure a smooth 
flow of work through the undertaking, avoiding both congestion 
because of “ bottlenecks / 7 and the necessity for work-in- 
progress to retrace ground already covered. 

The starting point is obviously the factory building itself 
which should be such as to conform to the processes which 
are to be carried on in it. This is obviously the counsel of 
perfection and cannot always be translated into practice. In 
many cases it is found necessary to take over and adapt an 
existing building which can rarely be perfectly suited to the 
work to be done. The reason for this is probably a desire to 
reduce the capital costs of initial establishment, but any saving 
so obtained must obviously be balanced against the resulting 
diseconomies of operation, which are likely to be of a permanent 
character. Again, there may be strong reasons for securing 
a particular site which may not be large enough to permit of 
the " ideal 77 layout for the factory. Here, too, the “ economies 
of location 7 7 from the use of the site must be balanced against 
the extra costs of production. A further point must be 
emphasized. An undertaking may start off with a building 
perfectly adapted to the work to be done, but it can rarely 

*See E. D. Jones, The Administration of Industrial Enterprises, pp. 58 - 9 . 
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keep this advantage. Sooner or later changes in technique or 
changes in the nature of the work done (new products or 
alterations of design) will impose re-arrangement, which then 
must be fitted into the existing building. 

In considering the cost of construction of a factory building, 
it is necessary to remember the reasons for its existence. 
Workers have to be provided with those amenities in their 
working environment which are conducive to health and 
working efficiency; machines, raw materials and work-in¬ 
progress have to be protected from the weather. Processes 
may be attended by special dangers and have to be isolated 
—such as work in filling factories. Artificial conditions may 
have to be produced for the benefit of working processes— 
humidity in textile mills or the exclusion of daylight in a 
factory making sensitized photographic films. It is frequently 
found that buildings are erected which are far more elaborate 
than is technically necessary to achieve these and similar 
purposes, the motive for the extra outlay usually being to 
impress the general public or potential customers. Clearly, 
however, any extra costs so imposed should be imputed to 
the right expense classification—the advertisement of the 
business. 

Plant layout and construction generally have a very 
important effect on the efficiency of labour utilization. Good 
working conditions are not a matter of philanthropy, but are 
reflected in the volume of output. The improvement of 
working conditions imposes higher direct costs upon the business 
—though even this is not inevitable, since it is often found to 
cost as much to do a thing in the wrong way as to do it 
correctly. Any extra outlay, in the majority of cases is, 
however, more than counterbalanced by the increase in output 
per man-hour. Up to a point, the initiative in this matter is 
taken out of the hands of employers by legislation, particularly 
by the Factories Act, 1937, and the statutory orders issued in 
accordance with its provisions. This, however, merely codifies 
in general terms the practice of the more progressive firms 
at the time when the legislation was enacted, and leaves much 
scope for co-operation between the entrepreneur and those 
responsible for its enforcement as the annual reports of the 
inspectors of factories testify. 
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An important environmental factor is that of heating and 
ventilation, the effects of which have been the subject of 
extensive discussion. Extremes of temperature have a detri¬ 
mental effect on output and also influence the accident fate. 
The general principles of heating and ventilation are well- 
established, but their application is often by no means a 
straightforward matter, particularly in old factory building's. 
Again, in large rooms, it is possible to find workers, almost 
side by side, engaged in heavy manual and on light sedentary 
work for whom the “ comfort zone ” is obviously very different. 
Added to this, the control of air movement in large rooms is 
itself a matter of difficulty. 1 Mechanical ventilation is costly 
both to install and to maintain, and the possibilities of natural 
ventilation have not always been sufficiently kept in mind when 
industrial buildings were originally designed. Modern large 
single-floor factories are, however, very difficult to ventilate 
by natural means. Very frequently it would seem that 
mistakes are made simply through inadequate attention being 
paid to the matter by works executives, as where air-extracting 
fans are placed in close proximity to air inlets. 2 

Lighting is another environment factor with a very direct 
correlation with output, as has been repeatedly demonstrated. 
As would be expected, the effect is most marked in the case 
of fine work. In 1928, the Joint Industrial Council of the 
Printing and Allied Trades carried out a series of experiments 
which illustrated the nature of the relationship. The work 
was that of setting seven-point type for directories, and the 
merits of the lighting conditions were judged by the rate of 
typesetting, the number of mistakes and the opinion of the 
compositors. The standard test was made in good daylight, 
when the rate of composition was highest and the number of 
mistakes lowest. The first test with artificial lighting used an 
illumination of 1-3 foot candles, when the speed was reduced 
to three-quarters of the standard and the number of mistakes 
was doubled. With an illumination of 6-8 foot candles— 
probably not exceeded in the average printing office—the 
amount of work done was nearly nine-tenths of the standard, 

1 Annual Report of the Chief Inspector of Factories for the year 1944 
Cmd. 6698, p. 32. 

2 Cmd. 6471, 1942, p. 17. 
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though the number of mistakes was still up by 30 per cent. 
With an illumination of 13-15 foot candles, considered by the 
compositors to be very good, the amount of work increased to 
95 per cent of the daylight standard, but still there were 17 
per cent more errors. When the light reached 24-5 foot 
candles, output conditions were equal to those in daylight. 1 

Thus the ideal lighting conditions will be provided by natural 
light, without adding to the running costs of the firm. But 
natural lighting varies and has to be supplemented by artificial 
sources, especially in the winter months, whilst much work has 
to go on at night-time. Artificial light must be both adequate in 
amount and properly distributed in order to avoid glare and 
troublesome shadows. A common mistake would appear to 
be forgetfulness of the fact that even the best of lighting 
systems requires cleaning regularly. In a cotton-spinning 
mill, for instance, cleaning increased the lighting intensity in 
the Card Room from 3 to 7 foot candles, and in the Ring Room 
and Winding Room from 4 to 8 foot candles. 2 Illumination 
can be materially assisted by attention to walls, ceilings and 
partitions, and by painting them in light colours. 

As already pointed out, changes in technique and so on 
may upset the balance of the layout of a factory. The aim 
must be, as far as possible, to anticipate these and also the 
consequences of natural growth, by making the arrangements 
as flexible as possible. It should be possible for departments 
to grow relatively to others without impeding them and 
without having to be divided up and located in different “ odd 
corners ” of the building. For this purpose buildings are 
frequently designed without permanent internal divisions so 
that alterations in the floor space of the various sections can 
readily be undertaken. Indeed, such partitions are dispensed 
with altogether if the nature of the work permits. The layout 
of the machines is not regarded as a static arrangement, but 
as one which can be re-planned as the need arises. 

The second aim should be to organize production as a flow, 
with a definite sequence of operations so that the work in 
progress involves the minimum of handling and transport. 

J See Manchester Guardian Commercial, nth April, 1930. 

2 CmcL 6698 (1944), P- 36- Comparable examples are quoted in Cmd. 6563 
( J 943)» p. 32, and in Cmd. 6471 (1942), p. 19. 
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This is clearly important in the case of heavy component parts, 
but is always a factor to be watched most carefully, since 
handling costs can mount up very rapidly indeed. In a 
perfect system there would be nothing standing waiting in 
the shops, but everything would be moving on through the 
various processes. With a uniform commodity it is a relatively 
simple matter to secure this result, within the limits of practical 
operation, for there is a definite sequence of processes through 
which all work must pass. In the case of “ jobbing” or 
“ special order ” factories, however, various complications 
arise which are discussed in some detail below. 

In general, it may be said that there are two methods on 
which an industrial plant may be operated, each of which calls 
for a different layout. The first —which may be termed “ process 
control ”—separates the various manufacturing operations, 
those involving similar processes being grouped together 
in a single section. The second method—sometimes called 
" product control ”—is one where the processes are arranged 
in their correct sequence for each product, and the products 
move straight through. The process layout method is likely 
to be adopted when the product is not and cannot be 
standardized, the typical cases being production of the 
" special order ” or the “ jobbing ” type. Different orders 
will make varying demands on plant capacity in different 
departments, and the retention of flexibility is indispensable. 
In such circumstances, process layout will tend to reduce 
capital investment in equipment, since this will be installed 
with a capacity to deal with the “ normal ” load for the 
business as a whole. Again, where an inevitable sequence of 
operations is not dictated by technical considerations, the 
method gives great flexibility in routing since work can be 
diverted to slack departments. Further, this method of lay¬ 
out ensures that equipment is not standing idle in one part of 
the factory when work for which it could be used is held up 
in another. Moreover, mechanical breakdowns do not hold 
up a complete sequence of operations, for work can be trans¬ 
ferred to another machine, if available, or production schedules 
can be revised if need be to free the required plant capacity. 

The absence of definite mechanical channels over which work 
must flow in the process method of layout is attended by 
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serious disadvantages, prominent among which is the difficulty 
and complexity in routing and scheduling. It involves more 
materials handling with consequent increased costs. The 
product has to be moved in and out of the various departments, 
usually passing through stock rooms and inspection rooms at 
each stage. This necessitates a great deal of trucking and 
handling as well as waste of factory space, whilst it often 
involves the accumulation of considerable quantities of manu¬ 
factured stock and work-in-progress. An example of the 
wastes of the method is afforded by the following savings 
involved in the manufacture of a direct-current motor, 
following a change-over from process to product control :— 1 



Per Cent 

Distance travelled in feet 

35 

Departmental floor space 

11 

Finished parts storage 

44 

Inventory 

10 

Overall time required to build a motor 

20 


The product method of layout, where its adoption is possible, 
can therefore achieve substantial economies. Once established, 
it simplifies the problem of control of work-in-progress, since 
any hold-up at any stage immediately becomes evident. It 
is very economical of factory space, for machines can be located 
in a very compact formation. In one sense, however, it raises 
a series of problems analogous to those associated with 
industrial integration—such as finding, and maintaining, a 
balance between successive operations, and the dangers of 
inflexibility associated with a specialized “ one purpose ” 
method of layout. Its greatest drawback, possibly, is the 
paralysis which descends upon the productive process in the 
event of a mechanical breakdown at any point in the line. 2 It 
is, of course, possible to meet this situation in one of two ways. 
A reserve of equipment may be kept available to be put into 
the line whenever a breakdown occurs. This may be feasible 
when equipment is relatively simple, but it is obviously not 

1 " Modern Factory Planning," Trade and Engineering, January, 1935* 

2 The same thing will, of course, occur in the event of much absenteeism 
on the part of labour. 
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a feasible course of action in the case of elaborate machinery 
of high capital value. The second possibility is to provide a 
reserve of work-in-progress at each stage of the production 
sequence sufficient to keep things moving until repairs can be 
effected. The necessity for doing this offsets part of the saving 
mentioned above, but it is a price which it is practically 
essential to pay to avoid the risks of a complete stoppage. 

A further refinement of the product layout system is that 
of progressive assembly. Basically, progressive assembly has 
three features : (i) The operatives’ duties are restricted to 
one or two simple operations for the performance of which 
they are frequently supplied with tools of specialized design. 
(2) The operatives are stationed along a conveyor which moves 
the work automatically from one worker to another. The 
conveyor is in reality a contrivance designed to bring to each 
worker his share of the work. The speed of the conveyor 
and the division of labour have to be so arranged as to keep 
each worker occupied. The division of work, in particular, 
may present difficulties, for unless it is carefully assessed, some 
workers may be forced to hurry whilst others have an easy 
task. (3) An efficient control system is essential in order to 
ensure an adequate supply of components, as well as the 
correct allocation of operations just mentioned. 1 

The system of progressive assembly may sometimes be used 
with profit even in cases where at first sight it seems unsuitable. 
The American Westinghouse Electrical and Manufacturing 
Company, for example, employed progressive assembly methods 
for the manufacture of several articles where the preliminary 
study indicated an insufficient volume of production to justify 
the expense. Slight modifications were introduced in the 
design of the products concerned so that a special conveyor 
could be installed over which the various types of appliances 
could be run consecutively. In this way, the combined volume 
of the different products was found to be more than sufficient 
to justify the costs of the conveyor installation. 

A study made by the International Labour Office 2 claims 

1 F'or an account of the development and working of this system by one 
with considerable practical experience of it, see Lewis C. Ord, Secrets of 
Industry, Chaj^ters II and III. 

2 The Social Aspects of Nationalization, Studies and Reports Series B, 
No. 18, p. 22. 
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the following technical and administrative advantages for this 
system of " chain ” work :— 

1. A considerable saving of labour as a result of the 
mechanical transport of objects which does away with internal 
transport work in the factory. 

2. The shortening of the manufacturing process by the 
abolition of unproductive periods and the gradual training'of 
the workers resulting from the progressive increase in the 
speed at which the chain moves. 

3. The economy of circulating capital, due partly to the 
complete abolition of all stocks between the supply store and 
the finished article, and partly to the reduction to a minimum 
of the quantity of materials required for production within a 
given period. 

4. An economy of fixed capital due to the reduction of the 
unproductive area in the factory premises. 

5. The simplification of supervision in production 1 and 
accounting, leading in turn to financial advantages. 

The Progress Department 

When work is accepted by a manufacturing organization, 
detailed plans have to be made and instructions issued 
concerning the manner in which it is to be carried out. 
Secondly, means must be provided to ensure that these 
instructions are carried out or, if unforeseen circumstances 
call for their modification, to revise the instructions given. 
When we are dealing with standardized mass-production, on 
the lines described in the previous section, the work of pre¬ 
liminary planning sets the greatest problems and makes the 
biggest demands upon the management. As wartime experi¬ 
ence has amply demonstrated, this preliminary work occupies 
considerable time and, until the problems concerned are dealt 

1,1 A substitute for paper control is provided by power conveyors. This 
mechanical control eliminates many of the tickets and other forms which 
otherwise would be necessary to bring the materials and tools to the point 
where they are needed at the proper time. In addition the steady movement 
of the conveyor tends to pace the operators who work along it. If materials 
are delivered to the end of a conveyor as they are needed, and if the operations 
are properly balanced, the production control problems are eliminated in 
that department as long as the conveyor runs smoothly." C. C. Balderston, 
Group Incentives, p. 111, quoted Z. C. Dickinson, Compensating Industrial 
Effort, p. 81. 
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with, smooth production is impossible. Once, however, the 
preliminary planning is finished, supervision of production is 
relatively simple. 

In factories where production is not standardized in this 
way, but where it takes the form of the manufacture of 
heterogeneous products to individual orders, the supervision 
of production is far from simple. Herein lies the need for a 
Progress Department, the task of which is two-fold, involving 
a duty to the customer and one to the firm. In the first 
place, it must ensure that delivery dates which have been given 
to customers are kept—an important factor in securing the 
goodwill of customers and one which may have a financial 
aspect, as where penalties are prescribed for the non-fulfilment 
of delivery dates. Secondly, within the firm, it must ensure 
that the productive resources of men, materials and equipment 
are put to the best possible use, consistent with the attainment 
of the first purpose. 1 The department will also be concerned 
with securing deliveries of raw materials or component parts 
from outside contractors so that these may be available when 
internal operations require them. Again, in the case of a 
product which entails the assembly of a number of manufactured 
components which are not drawn from stock, the department 
will have to ensure that each is available by the time that it is 
ready for the complete assembly. 

The activities of the progress department help to provide 
a solution to the problem of the locking up of capital in the 
form of work-in-progress. As already pointed out, the ideal 
system would be one where everything is actively moving 
forward through the factory and where nothing is standing 
idle, but in the “ special order ” factory this is almost out of 
the question. At the same time, any excessive investment in 
work-in-progress means an immobilization of working capital 
and a risk of loss through deterioration or spoilage when 
unfinished work is left lying about. There may be, and often 
is, an excessive amount of work-in-progress simply through a 
lack of co-ordination between departments. In the absence 
of outside assistance, a departmental foreman can only plan 

1 In booking orders and in giving delivery dates regard must also be had to 
the resources and existing commitments of the factory. If the acceptance 
of work involves the dislocation of existing arrangements, the question then 
arises whether the price offered compensates for the disturbance. 
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on the basis of the work actually in his department. Had he 
known what was coming to him from previous sections, or the 
demands to be made on him from later processes, his plan 
might have been different. Moreover, as in the case of a 
jobbing printing works, work may come to him from a number 
of different departments when there can be no set sequence 
of processes. In the absence of some form of co-ordination 
at a level higher than that of the departments, work-in-progress 
may be excessive on account of the necessity for changes of 
plans at short notice which involves leaving work lying about 
uncompleted. A progress organization, in touch with all 
departments engaged in production and also with the needs 
of the sales department, can do much to even the flow of work 
through the factory and to avoid departmental miscalculations. 
This, of course, is on the assumption that such a department 
has the necessary authority to secure the observance of the 
instructions. There is also the problem of the balance of 
authority between the Progress Department and the Sales 
Department responsible for booking orders and making 
delivery promises. Obviously there must be liaison between 
these two, but which of them is to have the last word in the 
event of differences of opinion ? The principle already 
enunciated should evidently apply here—where are mistakes 
likely to have the most serious consequences for the 
business ? 

In the interests of keeping down the investment of working 
capital in work-in-progress to as low a level as possible, the 
aim of the department will be to put work into production so 
as to be ready at the time when it is required, but as little in 
advance of such time as possible. In this sense, therefore, 
the Progress Manager may be said to aim at producing every¬ 
thing “ at the last possible moment/' This, however, may 
rarely be possible in a literal sense. In the first place, surplus 
supplies may be regarded as essential as a form of insurance 
against stoppage of production, as discussed above. In other 
words, the consequence of such a stoppage may be so serious 
as to make worth while an extra investment in work-in¬ 
progress. Secondly, work may have to be put in hand in 
advance of the time when it is known to be needed because 
the facilities are then available for dealing with it and may 
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not be later on, or, possibly, the facilities would remain idle 
if the work were not undertaken. Thus, where " seasonal ” 
fluctuations of activity occur, making “ for stock ” may prove 
to be the best solution of the problems of keeping the 
organization in operation and the labour force together. 



CHAPTER 6 


THE INTEGRATION OF PROCESSES AND FIRMS 

The process of specialization operates to simplify the overall 
character of the technical operations conducted within the 
firm by splitting up processes formerly combined and placing 
them in the hands of separate firms, the resultant products 
being passed through the industrial system by means of a 
series of markets instead of by means of inter-departmental 
transfers. Yet, at no time is this process complete, for 
within each individual firm we are likely to find a series of 
operations or processes which it has hitherto proved impossible 
or not worth while, to try to separate. Moreover, as we might 
expect, the process of separation of a sequence of operations, 
or vertical disintegration, once accomplished, is by no means 
necessarily permanent, but may be reversed. The occasion of 
this reversal may be the incidence of technical change which 
brings the cost of re-integrated production below that of 
specialization. This may mean that newcomers to the 
industry gain an advantage by combining the hitherto 
specialized processes, whilst existing firms will seek to integrate 
the specialized process as opportunity offers, if this is feasible. 

An even stronger motive than that resting on technology 
may be that of business strategy, whereby a firm attempts 
to protect either its sources of supply or the outlets for its 
production, by incorporating preceding or subsequent processes. 
In the one case—that of backward integration to “ raw 
material " supplies—the aim is to protect the firm against 
existing or threatening imperfection in the market; in the 
other case—forward integration—the aim is to obtain a 
guaranteed foothold in a particular market. A similar result 
may be produced, however, by imperfections in markets for 
factors of production, such as labour or capital. In the case 
of the latter, for instance, a large firm has access to the capital 
market and bank loans on favourable terms. In any case, by 
the employment of specialists in finance, it may be able to 
use the facilities of the market to greater advantage than the 
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less favoured, smaller concern. Consequently, it can often 
“ finance new enterprises more cheaply than adventurous 
business men seeking to give them an independent existence,” 1 
and a complex type of firm results. 

Integration may take the form of the acquisition of existing 
businesses by the combining firm, or it may take the form of 
the establishment of a new enterprise or a new department 
attached to the firm. In the first case, the acquisition of a 
pre-existing business, the motive for combination seems likely 
to be one other than technical, since the various processes will be 
dissociated from one another. Moreover, complications may 
arise since the scale of such an acquisition may be different 
from the requirements of the undertaking which takes it over, 
and it is likely to have independent trade connections which 
have to be maintained. Where an entirely new establishment 
or department is created, it can be brought more nearly into 
line with the needs of the firm 2 which creates it, and there is 
a possibility of technical economies through linked processes 
in a single establishment. This is likely to be particularly 
the case when the new process makes use of existing facilities 
and equipment which otherwise would be under-employed. 
In these types of integration, different kinds of commitments 
are likely to be involved from the standpoint of the firm. For 
instance, when an existing firm is brought under the legal 
and financial control of another business, the detailed technical 
supervision of production is likely to be left to function more 
or less independently in the various combining firms, whereas 
when the new activity is brought into an existing establishment 
it must be co-ordinated directly with what is already going 
on there. 

Integration of Firms 

Vertical integration is said to take place whenever a business 
expands into a stage higher or lower than that with which it 
was originally occupied. 3 Carter 4 gives a wider definition of 
the term, describing it as taking place when " all processes of 

*A. R. Burns, The Decline of Competition, p. 419. 

2 Subject to the requirements of a technical optimum of production. 

8 Marshall, Industry and Trade, p. 215. 

4 G. R. Carter, The Tendency Towards Industrial Combination, p. 48. 



; ' t 

THE INTEGRATION OF PROCESSES AND FIRMS 133 

production, direct and indirect, from the provision of th6 raw 
materials to the sale of the finished products, are concentrated 
or combined under the control of one firm as the result of the 
combination of a number of formerly independent firms." 
This definition would seem to be far too wide for ordinary 
purposes, since not every unit, which may rightly be described 
as the result of a vertical integration, controls every process 
from raw materials to finished goods. Indeed, Carter's 
definition would almost imply complete self-sufficiency, which 
is rarely if ever found. Mr. Macrosty’s treatment would 
seem to suffer from the same defect. 1 

One group of factors which may lead to profitable vertical 
integration is strategic in character. Such a combine may be 
formed, as indicated above, either for the purpose of protecting 
its supplies of raw material or for the protection of its markets. 
A firm of any size, with a considerable demand for a particular 
type of product, will probably do best to preserve its freedom of 
action to buy in the open market, using its bargaining strength 
to secure favourable terms. 2 If, however, it is threatened by a 
combine of superior strength in the supply industry, it may find 
it necessary to seek to control its own supplies by integration. 

It may be doubted whether this particular motive has had 
much influence on the development of vertical integration in 
British industry owing to a lack of strong combinations in 
most sections. It has been stated, however, that the develop¬ 
ment of vertical integration in the British steel industry was 
due to the necessity for using foreign ore deposits which might 
have been held up by foreign competitors. 3 Again, the 
development of a close control over British steel prices, with 
the creation of the British Iron and Steel Federation in 1934, 
led to a threat from a leading motor manufacturer that unless 
a moderate price policy were pursued his company would be 
compelled to consider producing on their own account. 4 

1 The Trust Movement in British Industry, pp. 17, 329. 

2 This does not necessarily imply unfair “ squeezing ” of the supplier, 
since a large-scale buyer can probably expect to reap real buying economies, 
though these are often exaggerated. 

8 H. Levy, The New Industrial System, p. 121. 

4 The safeguarding of supplies may be an excuse to cloak other motives. 
Thus, Professor Burns points out that pulp mills have acquired stands of 
timber ostensibly to ensure supplies, whereas in reality, the transactions 
have been speculations for a rise in the price of lumber. See The Decline of 
Competition, p. 423. 
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Vertical combination is by no means inevitable when one 
stage of production is monopolized. As Professor Levy has 
shown, 1 the English soap industry is largely in the hands of 
the Lever combine, whilst an important raw material—soda 
ash—is concentrated in the hands of Brunner, Mond & Co., and 
United Alkali. The danger of these two groups invading one 
another's fields was present, but was averted by a mutual 
understanding between them. Clearly, however, such a 
solution to the problem would appear to be most likely when 
the two parties were of approximately equal strength. Further, 
any concessions made to the raw material monopolist could be 
passed on to the consumer by the manufacturing concern by 
virtue of its own monopolistic position. 

A decline of competition may occur amongst buyers as well 
as amongst sellers, and when it occurs it may lead to integration 
" forward ” in order to protect markets. It frequently takes 
the form of the acquisition of retail outlets, particularly when 
these are limited in number and cannot readily be increased. 
For example, the brewery trade, faced with a long-term 
decline in sales and with retail outlets rigidly restricted by a 
licensing system, desires to control as many of these as possible. 
The expense involved has, in many cases, been a heavy drain 
on reserves. Watney, Combe & Reid’s reserves, for instance, 
fell from £400,000 in 1930 to £325,000 in 1938, while the 
company still had on hand plans for spending a further 
£100,000 on rebuilding or altering its tied houses. 2 From this 
it will be seen that this process of forward integration is 
attended by considerable outlay which has to be balanced 
against the anticipated benefits. 

Another example of such forward integration is supplied by 
the producer-owned chain stores in the retail trade. In order 
that such chains may be successful it is considered that one 
or other of the following conditions must be present. 3 A 
comparatively small number of shops should be sufficient to 
secure widespread distribution ; consumers should attach more 
importance to the reputation of the goods than to variety ; 
" after sales ” services may be important ; the articles may be 

1 Levy, loc. cit., pp. 125-6. 

2 The Economist, 13th May, 1939, p. 376. 

3 Braithwaite and Dobbs, The Distribution of Consumable Goods, pp. 213-4* 
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high-class specialities not easily obtainable in ordinary shops; 
or.finally, such shops may result in the consolidation of a 
monopoly. It is claimed that amongst the more successful 
manufacturers' chains have been those set up in the boot and 
shoe trade. Purchases of footwear are made at infrequent 
intervals so that, a single shop in a town of moderate size is 
able to secure all potential customers. People are often 
prepared to make repeat purchases of the same makes, whilst 
expert knowledge is required from the sales assistants in the 
retail shops so that they need careful selection. This example, 
however, also illustrates the difficulties of such an integration. 
Even at best, these manufacturers' chains seem to have 
produced only about 50 per cent of the shoes sold through 
their own shops and in the years immediately before the war 
the proportion declined to less than one-third, whilst one firm 
even went so far as to consider the abandonment of production 
altogether. 1 The explanation is to be found in the growth in 
the demand for fashion goods and the inability of any single 
producing firm to keep pace with the varying demand in a 
sufficient number of lines to provide a satisfactory stock range. 
Moreover, the competition of the non-integrated manufacturers 
to supply chain store outlets was very keen so that it was often 
cheaper to buy rather than to make. 

A serious difficulty in the way of vertical integration which 
may limit its profitability lies in the fact that different stages 
of production may have different optima, and may best be 
operated on quite different scales. There has been a disposition 
on the part of many writers on this question to assume that 
the output of each stage is finely adjusted to that of the 
preceding and of the subsequent stages. This idea seems to 
underlie Carter's treatment of vertical integration. He says : 
" The general motive underlying every method or form of 
vertical combination is the desire of producing units to ensure 
the acquisition of self-sufficiency in their various branches of 
production." 2 At a later stage the same writer goes on to 
state, 8 " It seems clear that since the self-sufficient firm 
controls all the raw materials and processes requisite for the 

*See H. A. Silverman, “The Optimum Firm in the Boot and Shoe Industry,’* 
Oxford Economic Papers , April, 1942. 

The Tendency Towards Industrial Combination , p.94. 

8 Op. cit., sp. 103. 



136 THE ADMINISTRATION OF BUSINESS ENTERPRISE 

manufacture of its products, there will be neither friction nor 
break in its internal organization of production or in that of 
distribution.” Mr. Dennison 1 has published some results of 
an investigation in the iron and steel industry which show 
how completely unfounded is such an assumption. He 
concludes that there never is perfect balance between the 
different stages of an integrated firm, while the degree to 
which such balance is approached varies from time to time. 
Professor John Jewkes 2 has provided a similar illustration 
from the experience of integrated spinning and weaving firms 
in the Lancashire Cotton Industry. He tabulates the distri¬ 
bution in 1929 of a sample of 46 integrated firms according 
to the degree to which they entered the yarn market, either 
as buyers or as sellers. “ Although half the firms sold less 
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than 5 per cent of the yarn they produced and the same number 
bought less than 5 per cent of that they used in their weaving 
sheds, yet only 11 firms were balanced sufficiently to both sell 
less than 5 per cent of their product and buy less than 5 per 

1 “ Vertical Integration and the Iron and Steel Industry," The Economic 
Journal, Vol. XL 1 X, 1939, p. 251. 

2 " Factors in Industrial Integration," Quarterly Journal of Economics, 
Vol. 44, p. 628. 
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cent of their needs. The conception of a mixed firm as a 
fairly watertight unit conveniently insulated against the 
trouble and risks of the market for raw materials is certainly, 
in this case, quite incorrect.” 

Occasionally, although two processes cannot be co-ordinated 
exactly, other factors may be present which make combination 
worth while. Thus Lavington 1 points out that the fact that 
boxes are “ bad loading ” relative to the board of which they 
are made, explains, in part at least, why some large firms have 
increased the complexity of their businesses by undertaking 
their own box making. Such considerations are possibly 
operative in the case of a cake factory mentioned in the Second 
Industrial Survey of South Wales 2 which runs a box factory 
about 40 per cent of the output of which is sold in the open 
market. 

A line of argument which is frequently adopted in support 
of integration is that it leads to an increase of profit, or a 
cheapening of the product to the consumer because of the 
elimination of the middleman. Those who lay greatest stress 
upon such an argument generally appear to have persuaded 
themselves that the middleman performs no useful function 
whatsoever. Even those who do not take such an extreme 
view, however, often entertain exaggerated notions as to the 
savings possible through the elimination of intermediaries. 
The truth of the matter is, of course, that if a middleman 
performs an unwanted service and the market in which he 
operates is reasonably competitive, he is speedily eliminated, 
as witness the decline of the wholesaler in many distributive 
trades of recent years. If he remains, however, then the 
presumption is that he is performing services of value, and 
that if he is eliminated by integration, those services will have 
to be performed by the combine for itself. Moreover, if, as 
argued above, the combine has to enter the market as a buyer 
or a seller, it cannot be said that integration simplifies 
marketing problems to any extent. Thus as Mr. Dennison 
points out, the British iron and steel industry of recent years 
has anticipated substantial benefits from economies of this 

1 “ Technical Influences on Vertical Integration/' Economica, Vol. VII, 
p. 33 - 

2 Vol, I, p. 324. 
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nature, though it is highly improbable that they will be 
realized. 1 Some such views appear to have been held by the 
Import Duties Advisory Committee in their inquiry into the 
position of the British steel industry in 1937. They expressed 
the opinion that there was a strong case for some greater co¬ 
ordination of the arrangements for distribution at the 
producers' end than was possible if distribution was wholly 
in the hands of independent merchants. 2 It was, however, 
admitted that " provided that the merchants are efficiently 
organized it would be generally of advantage to the industry 
to make use of their knowledge and experience." 3 

Mention has just been made of the elimination of the whole¬ 
saler in certain distributive trades by a process of forward 
integration on the part of manufacturers. This, on further 
examination, shows only too frequently that the intermediary 
may be eliminatedbut his function remainswith all its attendant 
expenses. Such manufacturers are often compelled to maintain 
regional depots from which stocks can be distributed. Yet, 
as has been pointed out, 4 such a system in the hands of a large 
firm bids fair to reintroduce the wholesale stage of distribution 
under another guise. " Some firms have not been content to 
set up depots which are mere warehouses and distributing 
centres for finished stocks, but have converted them into what 
are in effect branch houses through which all ordinary dealings 
and correspondence with customers are conducted." When 
such methods have to be adopted, the probability is that the 
economies reaped are not very substantial. 

An undoubted difficulty in many cases of vertical integration 
is the loss of freedom to buy in the cheapest market. Thus, 
external conditions may change in such a way that it is cheaper 
to purchase supplies in the open market than to produce them 
within the combine. If, however, integration has taken place, 
such freedom of action is lost. In this way, a one-time 
advantage may be converted into a serious handicap. Thus 
in the chequered history of the town of Jarrow, Palmers' 


1 Loc. cit., p. 255. 

2 Report of the Import Duties Advisory Committee on the Present Position 
and Future Development of the Iron and Steel Industry, Cmd. 5507, 1937, 

p. 66. 

3 Loc. cit., p. 8. 

4 Braithwaite and Dobbs, loc. cit., p. 170 (Footnote). 
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Shipbuilding and Iron Company gradually developed from the 
time of its foundation in 1868 into an integrated concern, with 
interests in shipyards, a colliery, a Midland engineering firm, 
Spanish ore mines, steelworks and docks and repairing works. 
Even in 1932, Palmers' shipbuilding section could compete with 
any British shipyard, but their rivals had no idle steelworks 
or onerous subsidiaries to carry. After drastic capital reduc¬ 
tions, the firm still could not be saved, and in 1934 the shipyard, 
still one of the finest in the country, was sold for scrap under 
the shipbuilding industry's rationalization scheme. 1 

Integration of business firms frequently follows more com¬ 
plicated patterns than that of vertical integration 2 . A second 
type of integration would appear to have first been described 
by Professor Robertson as lateral integration, and relates 
to the tendency towards “ the manufacture of a vast variety 
of apparently quite dissimilar things." 3 Despite such super¬ 
ficial dissimilarity, when this process occurs, there will usually 
be found something in common between the products in 
question. Professor Florence points out that “ the lateral 
relation may subsist between products diverging from the 
same process or source, or between materials converging 
upon the same process or market." 4 Such a development may 
take place for reasons connected with the production technique 
or for those connected with marketing. The manufacture of 
a group of products may take place within an organization 
because they are derived from a common raw material. 
Alternatively, the technical equipment provided for the 
manufacture of one product, or the type of skilled labour 
employed, may be capable of being used in the manufacture 
of other products. On the side of marketing it may be possible 
to use the sales organization established for one product for 
the benefit of others. 

These reasons for lateral integration may be seen operating 


1 See The Economist , 21st October, 1939, p. 82. 

2 “ Vertical integration, of course, rarely results in control of a series of 
activities which can be visualized as lying along a single line. Developments 
backward to raw materials or forward towards the final buyer usually result 
in a fan-shaped pattern of development/' Professor A. R. Burns, " The 
Organization of Industry and the Theory of Prices/’ The Journal of Political 
Economy , Vol. 35, 1937, P- 671. 

*The Control of Industry, p. 36. 

*The Logic of Industrial Organization, p. 21. 
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in the case of Imperial Chemical Industries Ltd., which is a 
conspicuous example of lateral as well as of horizontal com¬ 
bination. The Billingham works of the combine, which is 
the second largest chemical works in the world, produces a 
wide range of products which are apparently unrelated. The 
growth of the factory, however, is the logical result of the 
materials available. With one exception, the industries 
carried on at Billingham require as raw materials, coal, 
calcium sulphate, salt, water and air, all of which are available 
on the site. The products manufactured fall under three main 
groups according to the principal raw materials on which they 
are based—namely, hydrogen, calcium sulphate and salt. In 
the hydrogen group are included ammonia and all its derivatives, 
a refrigerant known as " Drikold,” and petrol. The second 
group of products is based on calcium sulphate and includes 
cement, wall plaster, partition blocks and sulphuric acid. The 
third group comprises the products based on salt, namely 
caustic soda, chlorine and its products, metallic sodium and 
sodium cyanide. Every one of these products has, as its 
essential raw material, one or more of the prime raw materials 
available, or one of the other products manufactured, or one 
of the by-products produced in another process . 1 Another 
reason for this particular lateral integration was the expectation 
that the consolidation would eliminate costly duplication of 
marketing facilities and at the same time would make existing 
machinery available for the distribution of new commodities . 2 

Integration of this lateral type may occur through the 
possibility of by-products and the utilization of waste materials. 
It has been said that the successful development of by-products 
means “ the discovery of some neglected opportunity in a 
business to turn space, power or material into cash /' 3 Some 
by-products are, of course, sold in the form in which they 
come into existence and are dealt with, if necessary, by outside 
organizations, such as hides, sawdust and cottonseed. In 
other cases, however, the materials must be converted to some 
other form before they can be sold, and where this is the case 

1 Based on a description by Lord McGowan under the title of “ A Great 
Chemical Works,” in Trade and Engineering, December, 1934. 

a See A. F. Lucas, Industrial Reconstruction and the Control of Competition, 
p. 183 - 

*The Economist, 24th January, 1931. 
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it very often entails the introduction of new equipment and 
the establishment of additional departments to cope with the 
work. Thus, meat packers may install equipment to make 
soap and cleaning compounds, whilst gas works may produce 
ammonium sulphate. 

The process of lateral integration may take place under the 
pressure of a number of forces. One set of possibilities has 
been described by Political and Economic Planning . 1 There 
may occur a fall in the demand for the product of a certain 
factory. This may cause the management to embark on the 
manufacture of, say, certain parts for use in another product, 
the demand for which is increasing. This may, in turn, lead 
to the manufacture of the complete new product involving, 
perhaps, the installation of some new plant. A revival in the 
demand for the original product would then result in over¬ 
loading those parts of the plant which were used for both the 
new and the old product, so that those sections of the plant 
with their quota of labour would have to be duplicated. There 
would thus exist lateral integration based on a number of 
common industrial processes. Examples of this character are 
mentioned by Professor Allen . 2 Birmingham penmakers have 
taken up the manufacture of fine stampings for the aero-engine 
industry ; and Lancashire cotton manufacturers have occupied 
themselves with the weaving of artifical silk yarn. 

Lateral integration of dissimilar businesses frequently occurs 
in order to meet seasonal fluctuations in production or demand. 
A case which is often quoted in this connection is that of T. 
Wall & Sons, Ltd., who launched an extensive ice-cream 
business in conjunction with their existing business of sausage 
making in order to balance seasonal fluctuations of turnover. 
Another example quoted by Political and Economic Planning 3 
is that of a Birmingham firm which manufactures bicycles 
and perambulators, for which the peak demands occur 
respectively in spring and autumn. Again, a similar process 
of integration may occur where it is important to keep a labour 
force together when trade is seasonal in character. This 
motive led to the acquisition by Electric and Musical Industries 

1 Report on the Location of Industry in Great Britain, p. 83. 

2 British Industries and Their Organization, p. 306. 

3 Op. cit., p. 85. 
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of the Rudge-Whitworth bicycle business, and the construction 
of a new plant at Hayes alongside the E.M.I. plant. Such a 
solution cannot always be employed, however. “ The com¬ 
bination of seasonal products which is the most convenient 
for keeping the plant and operatives busy throughout the year 
may not be that which will most readily give full and 
continuous employment to a sales force.” 1 

Before leaving this phase of the question, mention may be 
made of what Professor Florence calls diagonal integration, 2 
which consists in the provision inside any one organization 
of auxiliary goods or services required for the various main 
processes. Thus a business may provide its own designs or 
power, make its own tools or machines, or use its own 
carpenters' services for repairs. A colliery company may 
be integrated with a subsidiary engaged in the production of 
coal mining machinery, or a textile concern may produce its 
own mechanical equipment. Further examples of such a 
tendency may be found in the engineering trades of the 
Midlands where highly specialized machinery may be needed, 
for which there is no free market. Thus, attached to a screw 
factory equipped with 5,000 automatic machines is a complete 
engineering works with pattern shop and stores, iron and 
brass foundries and machine, fitting, coppersmith's and mill¬ 
wright's shops. A well-filled stock room, larger than that of 
most machine tool factors, holds a store of machines never 
seen by a buyer, ready for installation. Needle makers make 
needle machinery. Butchers’ skewers and corkscrews are made 
on machines which have been built on the spot. 3 

Making v. Buying 

To an increasing extent in modern manufacturing industry 
the problem of integration, particularly in a “backward” 
direction, assumes considerable complexity. Many manu¬ 
factured products are complex assemblies of a large number 
of component parts, many of which can be separately produced 
and many of which, indeed, are turned out by entirely separate 

1 Braithwaite and Dobbs, The Distribution of Consumable Goods , pp. 172-3. 

2 The Logic of Industrial Organization, p. 22. 

3 Article on “ West Midland Industries and their Characteristics/' Trade 
and Engineering, December, 1935, p. 21. 
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industries. 1 An important question of policy, therefore, must 
be the extent to which these components should be made 
within the organization, thereby integrating the processes of 
production, or how far they should be bought outside and 
simply assembled into the final product. In practice, widely 
different answers appear to be returned to such a question, 
nor is it a choice between complete “ self-sufficiency ” and 
acting as a pure " assembling ” firm. Few firms will try to 
make everything for themselves, but there may be a bias in 
favour of making as much as possible, or alternatively, of 
buying to the greatest possible extent from outside. 

Purchase from an outside contractor is dependent upon 
being able to obtain precisely what is required. 2 This does 
not inevitably mean, however, that the individual buyer 
cannot exert considerable control over what is supplied. In 
fact, there exist various devices whereby many of the 
advantages of control of production can be secured without 
its financial commitments. Such ‘‘ half-way ” measures include, 
first, a more or less detailed inspection of the goods ordered by 
the agents of the purchaser at the plant of the seller. Such 
a course of action was adopted extensively by Government 
departments, such as the Ministry of Aircraft Production, in 
the course of the war. Secondly, there may be adopted a 
policy of fostering independent manufacturing companies as 
sources of supply by giving them technical assistance and 
advice. An example of this kind of thing outside the manu¬ 
facturing business was the practice of certain of the fixed price 
chain stores before the war who were prepared to provide 
expert assistance to their contractors to enable them to produce 
the lines of goods needed within the price limits set. Thirdly, 
the buyer himself may purchase the material which goes into 
the product and place it with a manufacturer who treats 
it according to instructions given. 3 The practice of the 
Manchester shipping merchant is a case in point. 

One reason for producing for oneself rather than buying 
from outside sources is that the product required cannot be 

*An extreme example being the construction of luxury liners. 

2 Or being able, without adverse consequences, to adapt one’s product to 
what is available. 

8 See Howard T. Lewis, Industrial Purchasing, Principles and Practice, 
pp. 298-302. 
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obtained in the open market. This may be due to the fact 
that the desired quality is higher than that commercially 
available—in which case it is pertinent to ask whether this 
high quality is essential to the firm. Alternatively, the product 
may be new so that no outside specialist has, as yet, undertaken 
its production. In either case, however, it is probably worth 
while ascertaining whether or not an outside firm will produce 
the work to specification. Conditions change with the passage 
of time, and if the using firm proceeds to undertake manufacture 
on its own account, it may find that, in the not distant future, 
outside firms may undertake to supply the product more 
cheaply. Advantage cannot then be taken of the changed 
situation because of the earlier decision to make for oneself. 1 
If such a development appears at all likely, therefore, it would 
seem appropriate to consider whether it would not be the 
better course to foster it with a view to speeding it up. 

The age of an industry may exert considerable influence on 
a “ make or buy ” decision. As just indicated, the fact that 
an industry is new may operate to prevent outside purchases, 
at any rate, of specialized materials or components. Yet, it 
is probable that in such circumstances, a firm has the greatest 
incentive to buy as much as it can outside. If an industry 
is new, its risks are sufficiently great by that very fact, without 
adding to them by entering into unnecessary lines of manu¬ 
facture. Its commitments can be reduced by purchasing the 
maximum range of requirements from outside sources of 
supply. Secondly, the firms engaged in a “ young ” industry 
must preserve the maximum flexibility, for technical changes 
may well be rapid. If, however, a firm is committed to certain 
processes of manufacture, this fact may hinder its speed of 
adaptation, and will certainly raise the cost of adaptation, 
with serious effects upon its powers to compete against new¬ 
comers to the industry. 

In cases where the desired quality is unobtainable, this may 
be due to the fact that existing users have not required such 
a high standard, or because the required quality is said to be 
technically unattainable. In the first case, existing suppliers 


1 Unless, of course, the resources engaged in production can be diverted 
to other and more profitable uses, as where the equipment is not specific to 
this kind of production. 
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will usually be prepared to raise their technical standards in 
return for a price which covers any extra costs involved, and 
in the ordinary course it seems likely that it will be cheaper to 
purchase at this higher price than to undertake production on 
one's own account. If, however, the desired quality is said 
to be unattainable, caution is clearly necessary. When trade 
specialists cannot obtain the desired quality, can an outside 
" amateur ” producer reasonably expect to do so ? It is, of 
^ourse, by no means impossible that the outsider should 
Succeed where the specialist has failed, but the firm which is 
proposing to do what the trade has declared to be impossible 
should have solid grounds for believing that it can succeed 
before it commits itself to the policy. It may be that where 
high quality is essential, manufacture by the using firm may 
reduce costs by cutting down the amount of inspection 
necessary—that is, by avoiding duplication of inspection at 
the plant of the producer and of the buyer. Even here, 
however, there is a case for considering whether the buyer’s 
inspectors cannot be located at the works of the producer, as 
already mentioned. 

Another reason which may be advanced for manufacture by 
the using plant is to secure an assurance of supplies. These 
may not be forthcoming from independent firms when required, 
for a variety of reasons, such as natural disasters, labour 
troubles, misunderstandings between buyers and sellers, or 
the fact that the orders given are not sufficiently important 
in relation to other work to warrant any inconvenience on 
the part of the supplier. It is, however, necessary to inquire 
whether the integration of the process will assist in overcoming 
these troubles, and also whether the possibility of the occur¬ 
rence of a natural disaster is sufficient to warrant such a policy. 
Natural disasters are just as likely to affect the integrated 
plant as that of an independent supplier. Again, freedom 
from the dislocations arising from labour disputes presupposes 
that better labour relations exist in the combined unit than 
with independent firms, and on this topic generalization is 
clearly very unsafe. Apart from purely local disputes, how¬ 
ever, if a particular type of labour belonging to a national 
union must be employed, then all plants, integrated and 
independent, will be involved in national disputes. Misunder- 
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standings with suppliers, leading to a hold-up of supplies, 
may, it is sometimes claimed, be avoided by integrated 
operation. To the extent that such misunderstandings 
originate with the supplier , there may be something in this, 
on the assumption that the management of the integrated 
firm is superior to that of the general run of independent firms. 
If, however, the mistakes originate with the buyer, as may well 
be the case, then once again the argument is inadmissible. 
In any case, unless integration proceeds right back to the 
ultimate raw materials, the problem of co-ordination with 
outsiders is merely pushed back a stage though, admittedly, 
to a point where it may more readily be handled. 

It is sometimes claimed that by making supplies within the 
firm it will be possible to secure better co-ordination than 
when outside purchases are made. There will be more accurate 
knowledge of the quantity needed and the time when it will 
be available, and a possibility of saving on “ intermediate ” 
reserve stocks. These advantages are, of course, possible, 
and may be quantitatively so important as to be decisive. 1 
In many cases, however, and particularly where there is 
anything approaching a free market, this is probably not the 
case. With competent management it should be as easy to 
forecast the amount to purchase as the amount to make. 
Moreover, it would frequently appear to be easier to adjust 
purchases than to adjust the quantity produced within one’s 
own organization. 2 

The decision to make rather than to purchase from outside 
may be due to a desire to combat seasonal or even cyclical 
fluctuations of activity as they affect the organization. This 
course of action is feasible only when use can be made of 
existing workers and equipment, which would otherwise be 
unemployed or idle, though some extra investment in equip- 

UProfessor A. R. Burns points out, for instance, that " Pursuit of the 
economies of large-scale production into the elaborate specialization of 
machinery characteristic of the automobile industry involves great risk of 
loss if the production unit as a whole is not completely synchronized. 
Failure of supplies of parts even for a few hours may bring the whole assembly 
plant to a standstill." The Decline of Competition, p. 424. Yet, as he points 
out, the Ford Company is the only producer making a significant proportion 
of its own parts. 

2 It is " easier to buy a ream of paper per month than to adjust the output 
of an efficient paper-making machine to the output." Professor J. W. Culliton, 
Make or Buy. 
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rnent may also be necessary. In cases of this kind, a decision 
to manufacture within the organization is more easily taken 
since it involves, at most, little extra capital outlay. It does 
not follow, however, that there may be no increase of cost, 
since the technical operations involved may be unfamiliar and 
efficiency lower than in the specialist organization. It may 
still be worth while to produce, even at a higher cost than would 
be entailed by outside buying, provided that the avoidable 
cost of making is less than that of buying. 1 There is, of 
course, still to be taken into account the external effects of 
sporadic making of this kind—will this prejudice outside 
suppliers against the firm and lead to discrimination against 
it at times when it is anxious to obtain outside supplies ? In 
most situations, this does not seem to be a particularly serious 
danger, though no clear-cut answer of general application is 
possible. At times when pressure of demand is great, firms 
will tend to look after their “ regular ” customers first, so that 
“ occasional " purchasers have to take what is left. How 
serious this threat may prove to be in practice will depend 
on the reserves of unused capacity in the supply industry and 
the ease with which extra capacity can be created. 2 

Apart from cases where occasional manufacture is under¬ 
taken, a decision to make for oneself as a regular policy involves 
a further decision. Is the firm to become self-sufficient in 
the supply of this particular requirement ? If so, this will 
mean that capacity to cope with “ peak ” demands will result 
in “ excess capacity ” when demand is below this level. 3 This 
may result in high average costs through an uneconomic use 
of plant. If self-sufficiency is not aimed at, then it must be 
decided what it is desirable to produce. Various possibilities 
exist. The firm may manufacture less than the smallest 
amount ever needed, so that some supplies are always being 
purchased and the firm in consequence retains its touch with 
the market. Secondly, the firm may manufacture less than 

*For a discussion of the concept of “ avoidable " cost, see Chapter 7. 

a There is the possibility that such occasional buying may not be penalized 
at all because independent suppliers wish to take the opportunity of “ getting 
in M with a potentially good customer. They may hope to convince the 
firm which manufactures occasionally that it can get better service from them, 
and thus influence a change of policy. 

8 Unless, of course, the firm enters the market itself as a seller of the 
processed material in such circumstances. 



148 THE ADMINISTRATION OF BUSINESS ENTERPRISE 

its “ normal ” requirements so that purchases are always 
necessary except in very depressed conditions of trade. 
Thirdly, the firm may manufacture its normal requirements 
and therefore buy only in a boom. 1 In choosing between 
these various possibilities, it would seem that a great deal 
must depend on the scale of the optimum unit of manufacture 
of the supplies needed. If part only of the requirements of 
the firm is manufactured by itself, particularly when the full 
output can always be utilized in the plant, as in the first case 
described above, and the producing department can be a unit 
of optimum size, production can be very economical. The 
plant can be operated continuously at 100 per cent of capacity 
and average cost of production minimized. 2 Fluctuations of 
output resulting from changing demand, which causes endless 
trouble to the independent producer, are avoided. The policy 
of buying “ marginal ” requirements only is, indeed, likely to 
accentuate these fluctuations in the output of independent 
firms and to raise their costs of supply. Thus the extra 
requirements bought in the market may be obtained on less 
favourable terms than the average cost of buying the whole 
supply in the open market. This fact should be borne in 
mind in assessing the results of the policy of manufacturing 
part requirements. 

In certain cases, entry upon a particular field of manufacture 
may set up complications because it is impossible to make one 
thing without at the same time making others, which are not 
desired. This arises in the case of lines of production which 
result in by-products. These may either have to be worked 
up within the organization or disposed of in the market. In 
either case, a marketing problem will be involved in which 
the firm may have no suitable experience, whilst in the former 
case, considerable capital expenditure may also be entailed. 

So far as any general principle may be said to emerge from 
this discussion, it would seem to be a sound policy for a firm 
to buy as much as possible from outside. The wider the range 
of operations and processes brought together under one control, 
the greater the loss of flexibility and freedom of action, and 


J See Professor Culliton, loc. cit. 

2 It is assumed that the integration is not accompanied by any conspicuous 
diseconomies resulting from an unsuitable alliance of operations. 
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the more formidable the problems of managerial control. 
Integration of processes will, of course, occur and will vary 
from one firm to another according to circumstances, but any 
increase in complexity in the individual firm should be carefully 
examined as a major change of policy, and the most careful 
justification demanded before it is undertaken. 



CHAPTER 7 


DEVELOPMENT OF THE PRODUCT 

The purpose of business enterprise is to supply economic 
goods which, in their various ways, will satisfy the wants of 
consumers. This may be achieved by the introduction of an 
entirely new product which stimulates a new demand such as 
the development of the radio, the gramophone or the camera. 
Alternatively, the firm may seek to supply a product which 
competes with that already being offered by other firms. It 
may try to do this by offering something which is essentially 
of similiar design to existing products and seek either by 
superior efficiency or by greater persuasiveness of publicity 
to break into the market. Alternatively, a product of radically 
changed design may be evolved which appeals to the consumer 
sometimes on the basis of its superior qualities and sometimes 
merely on the grounds of its novelty. 

Product Development in Competition 

The introduction of an entirely new product is essentially 
a highly speculative operation. Even when it meets an 
obvious public demand, unexpected production or distribution 
difficulties may react adversely on the fortunes of the firm 
which offers it. In many cases, however, consumer acceptance 
can by no means be taken for granted. Many ingenious 
devices of a “ novelty ” type have appeared to their inventors 
to offer unlimited possibilities for profit only to provide in the 
end disillusionment and loss. In the case of any new product, 
therefore, careful preliminary market investigation is essential 
if the risk of a serious wastage of capital is to be avoided. 
There are, of course, also risks in starting to compete in a market 
for an existing product, but in general there exist in such circum¬ 
stances more reliable data for the assessment of such risks. 

This process of product development is not one which is 
connected exclusively with the foundation of a new firm, but 
is one which should be continuous in an established firm. So 
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long as conditions in an industry are even approximately 
competitive, there is an ever-present threat that new firms 
may enter the field which meet consumer demand more 
adequately and reduce the share of existing firms or oust some 
of them altogether. An outstanding benefit to consumers 
from competition lies in the fact that any entrepreneur who 
feels capable of doing better than existing firms is free to try 
his hand. So long as competition remains, the only way in 
which established firms can meet this threat is for them 
continually to seek such improvements and economies for them¬ 
selves. In certain circumstances, however, the need for close 
attention to development work is important on other grounds. 
Demand for the existing products of the firm may be of 
uncertain duration—as is the case in industries affected by 
the element of fashion. In such circumstances, the develop¬ 
ment of new products is essential as a “ hedge ” against future 
changes. 1 This type of situation can be met only by research 
in the field of production and in that of marketing. 

Industrial Research 

It is commonly acknowledged that the operations.of modern 
industry depend to an ever-increasing extent upon the 
development and utilization of scientific knowledge. Yet 
there is ample testimony in recent years to show that the use 
of research as a tool of development and the application of 
the discoveries of research in industry leave very much to 
be desired in this country. 2 For this there are various 
explanations. Expenditure on research may be regarded as 
analogous to capital expenditure, but the outcome of which 
is associated with a high degree of uncertainty. It is true 
that when a firm installs new equipment the action entails 
risk—such as that the equipment may not do the job required 
at the cost anticipated, or that it may prove impossible to 
find sufficient work to use it to the full during its effective 
life. Yet these risks, although real, are capable of a measure 
of rational assessment before the investment is made. Expen¬ 
se Chapter 6, p. 141. 

2 Thus practically every Working Party Report draws attention either to 
the lack of research facilities in the industry under investigation or to the 
reluctance to use those already in existence. 
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diture on research, when successful, increases industrial 
efficiency and makes possible a greater satisfaction of human 
want. The possibilities of success, however, are difficult, if 
not impossible, to assess in advance. The whole of the 
expenditure may be fruitless or may yield results which, 
though of scientific interest, cannot find immediate profitable 
industrial application. 1 Thus there is a reluctance on the 
part of the individual business concern to allocate resources 
for this purpose. This reluctance may be intensified where 
such expenditure received inadequate recognition for purposes 
of tax relief—as was undoubtedly the case in this country 
prior to the Income Tax Act, 1945. This measure does make 
a comprehensive attempt to relieve from taxation funds, both 
on capital and on revenue account, devoted by industry to 
the support of fundamental research, to the translation of the 
results of laboratory research into production, and to the full- 
scale development of the product. 

Quite apart from the risks involved in research expenditure, 
however, there is the criticism that, all too often, those in 
charge of the higher management of business firms are unable 
to appreciate the significance of scientific discoveries in 
connection with their own industries. 2 This may be attribu¬ 
table in part to a lack of understanding and of training due 
to an over-reliance on the “ amateur ” director. Partly it 
can be ascribed to a tendency to resist change which is fortified 
by the presence of monopolistic elements in industrial structure. 
Successful research benefits the community by increasing the 
range of products and reducing their cost, but frequently the 
result is obtained by reducing the value of capital already 
invested. Existing processes and equipment are rendered more 
or less obsolete ; existing plans are upset. 3 Hence it is not 

1 The difficulty is of long standing. As a representative of industry told 
the Balfour Committee in 1927, “the difficulty is to finance it (i.c. research) 
over the interval that elapses between incurring expenditure and producing 
results that the rank and file will recognize." Factors in Industrial and 
Commercial Efficiency, p. 39. 

2 “ The painful truth is that far too many British business men are out of 
their depth in their own technologies. They may employ scientists but they 
do not understand them, and are thus hardly in a position to be advised by 
them." The Economist, 30th Sept., 1944, P- 438. 

3 “ New inventions and discoveries may render obsolete not merely individual 
machines and processes—as riveting in shipbuilding—but whole plants—as 
in the manufacture of tinplate—or even whole industries—as the coach¬ 
building trade." The Economist, 6th May, 1944, p. 617. 
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altogether surprising that business men, given the opportunity, 
resist such tendencies. 

Research has been defined as “ the systematization of facts 
and knowledge, the searching out of new knowledge and the 
development of applications of knowledge/' 1 Thus we have 
fundamental research which is the pursuit of knowledge for 
its own sake regardless of any possible commercial value. 
Research of this type is indispensable to progress ; without 
it, the more " utilitarian ” forms of research must eventually 
stagnate. Time and time again, vast industrial expansion 
has occurred as the result of application of apparently useless 
knowledge which has been available for a considerable period 
of time. 2 Long-term research of this character, however, 
cannot always be undertaken within industry, though important 
contributions have been made in this field by the research 
organizations of large enterprises. Normally, however, it is 
a field most appropriately handled by organizations where the 
immediate profitability of the work is of no special interest, 
such as the research organizations financed by the State, and 
those controlled by the Universities. 

Next, we have applied research which is the use of scientific 
knowledge in the improvement of industrial production and 
practice. It may be of the " tactical ” type and be limited 
to the improvement of existing products or the improvement 
of results obtained from a given process ; alternatively, it may 
be “ strategical ” research, and cover the search for new 
products and processes. 3 * * * * 8 Here is a field which is clearly 
within the competence of the individual firm. There remains 
the difficulty, however, that the establishment of a research 
organization—which goes beyond the routine work of quality 
control in its various forms—may call for the provision of 


l Working Party Report, Boots and Shoes, p. 137. 

2 An example is afforded by the “ silicones " which up to ten years ago 

were regarded as laboratory curiosities without any commercial interest. 

They are products on a silicon-oxygen basis but with very different properties 

from the analogous carbon compounds. Silicone fluids show very little change 

in viscosity with alteration of temperature—an important characteristic for 
hydraulic fluids in aircraft. Silicone rubbers, lubricants, greases and resins 
have excellent resistance to high temperatures. Certain silicones can replace 
fat in baking tins, one application permitting the baking of very many batches 
of loaves, whereas fat has to be applied for each batch—See Board of 

Trade Journal, 15th November, 1947, p. 1966. 

8 Factors in Industrial and Commercial Efficiency , p. 37. 
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considerable capital expenditure and will need to be staffed 
by highly trained specialists, so that it is beyond the means 
of the small firm. This difficulty can be met, in part, by 
the establishment of industrial research organizations on a 
co-operative basis. 

Such organizations have been established in a number of 
industries with Government assistance given through the 
Department of Scientific and Industrial Research, and sup¬ 
ported by the subscriptions of member firms in the industry. 
In return for their support, the member firms obtain the right 
to seek information on technical questions ; to suggest specific 
topics for research and to influence the drafting of a research 
programme ; to ask that a specific piece of research be under¬ 
taken for their own exclusive benefit, at cost price ; to receive 
the results of general researches conducted by the association, 
and to have the services of an information bureau on technical 
developments. 1 By means of such an organization providing 
services of this type, part of the handicap of the small firm in 
the matter of research can be removed. In this connection, how¬ 
ever, it is essential that those who have responsible positions in 
industry should be receptive to the results of such research. 

The view has been expressed, however, that co-operative 
research cannot be considered as an effective substitute for 
research by the individual firm, and that, moreover, the 
greater the attention to research within the firm, the greater 
will be the benefit derived from co-operative research. Thus 
the Working Party on the Pottery Industry felt that a research 
association should not be regarded as merely a co-operative 
technical consultant, but should deal primarily with the 
development of fundamental scientific information concerning 
the industry. It was suggested that if both such activities 


*An example is afforded by the Wool Industries Research Association. 
" Sometimes the research is severely practical, and is undertaken either in 
response to an operational difficulty encountered by a member firm, or to 
deal with an urgent problem raised by the Government or by a shortage of 
materials or labour ; sometimes it has a more general aim and is designed to 
bring about some specific improvement in the efficiency of the industry, or the 
quality of its products, or to develop some new use for wool. Sometimes it 
may concern itself with matters affecting the welfare or working conditions 
of the operatives. Part of the work is of a fundamental character and is 
intended both to keep the Association in touch with the latest advances in 
scientific knowledge and to fill a gap in that knowledge of special importance 
to wool technology.” Working Party Report, Wool, p. 102. 
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were continued, they should be organized separately. 1 This 
view is, however, by no means common and, for example, in 
the glassware industry the formation of a research association 
was recommended as providing an opportunity for more 
research work to be done on co-operative lines in the factories 
themselves on their own special problems. 2 

Then there is what has been termed development research 
which is concerned with bridging the gap between the con¬ 
ception of a workable invention and the point when it is 
possible for it to go into full production in the factory. The 
problems arising at this stage are often of the most difficult 
character and much time may be occupied in their solution. 
For example, Gillette invented his safety razor in 1895, but 
it was 1901 before even a small experimental plant was erected. 
Production on a commercial scale did not begin until 1903, 
while the first dividend was not paid until 1906. 3 Success in 
this work depends in no small measure on the extent to which 
co-operation can be built up between the research staff and 
the operative staff. 

Simplification and Diversification 

By a policy of simplification we mean the reduction of variety 
in the number of products, in their sizes, materials, colours, 
and other features. The aim is to concentrate on those things 
which are in greatest demand with a view to economies in 
costs in production and distribution. Simplification is funda¬ 
mentally an economic movement based on commercial ex¬ 
pediency. It may occur in an industry as a whole or it may 
be followed by an individual firm. Simplification throughout 
a complete industry appears unlikely to develop without some 
external stimulus and guidance, usually from a Government 
department. Within the individual firm, however, it depends 
upon policy decisions of the central management. By diver¬ 
sification is meant a policy which is the exact opposite of 
simplification—the multiplication of products and their 
varieties. 

1 Working Party Report, Pottery, p. 26. 

2 Working Party Report, Hand-blown Domestic Glassware , p. 77. 

8 Peter Meinhardt, Inventions , Patents and Monopoly, p. 9. 
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The aim of the firm will be the maximization of the profits 
from its operations over a period of time. Subject to this, 
the policy followed with regard to simplification or diver¬ 
sification of products will depend on various factors the chief 
of which is the. amount and nature of the competition prevailing 
in the industry. When a firm possesses a monopoly, it can 
pursue a relatively independent policy, depending largely on 
the degree to which consumers are prepared to dispense with 
its products if they do not meet their precise requirements. 

In other circumstances, the action taken will depend on 
whether the management consider that they can add to their 
net revenue more easily by reducing or by increasing costs. 
Where an industry is subject to non-price competition, that 
is, where firms do not cut prices to expand sales but offer more 
comprehensive services, such a policy may find expression in 
a diversification of output by the firm. If, however, com¬ 
petition occurs on the basis of price, there is more likely to 
be a reduction of variety so that the firm may get the maximum 
economies of cost reduction from concentrating on a limited 
number of lines of output. 

These savings of cost may arise from a consequent simpli¬ 
fication of raw material requirements which may open up 
possibilities of bulk purchase. The complexity of manu¬ 
facturing processes is likely to be reduced so that planning 
becomes simpler and equipment can be used to better advan¬ 
tage. Thus the multiplication of styles and patterns in 
women's shoes in pre-war days are said not only to have 
resulted in uneconomic runs but also to have created bottle¬ 
necks in the 11 closing ” department. 1 With longer runs there 
may be possibilities of introducing ” special purpose ” equip¬ 
ment which again opens up a prospect of lowering costs. Again, 
the amount of working capital locked up in inventories and 
work-in-progress is likely to be reduced. Thus, in the 
linoleum industry, a reduction in the number of designs may 
affect manufacturers’ costs in the following ways— 

1. A major saving would be the elimination of a great 
amount of “ down time,” that is time when the machines are 
not running owing to the necessity of changing patterns. 

2. There would also be a saving in the cost of patter xi 0o °ks 

1 Working Party Report, Bools and Shoes, p. 154. 
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and the production of new blocks ; the cost of a set of blocks 
is now between £150 and £ 200, and the cost of pattern books 
may run as high as 30s. a book. 1 

Motives leading to product diversification other than those 
mentioned above are the existence of capacity either in the 
factory or in the sales organization which cannot be used for 
the products already being handled by the firm. This excess 
capacity may be of a continuous character or it may appear 
seasonally : in the latter case, it is much more difficult to deal 
with than in the former. Product diversification may also 
arise where there are by-products which can be utilized by 
the firm itself though they may have no market value outside 
since other firms are not organized to deal with them. 2 

Standardization 

This has been defined as “ the conscious, deliberate selection 
of materials, sizes, products, means and processes.” 3 As 
Professor Marshall points out, however, “ A standard may 
be Particular to an individual producer, or it may be General 
to the greater part of an industry or even the whole western 
world.” 4 As generally employed, the term is considered 
to apply more particularly to the second of these concepts, 
where common standards are observed beyond the boundaries 
of a single firm. 5 Standardization in this sense may be adopted 
voluntarily, in which case it is accepted on its merits, or it 
may be imposed by compulsion, which as a rule can be 
exercised only by the State. In the latter case, when 
standardization is resisted, it would seem that the private 
interest of the individual firm deviates from that of the group. 
We are in this section mainly concerned with the standardiza¬ 
tion of consumers’ goods following on a policy of simplification 
of lines. In recent years various suggestions have been put 
forward for such standardization on an industrial basis, on 

1 Working Party Report, Linoleum, p. 33. See also Pottery , p. 12. 

2 For a more complete discussion of these points, see Chapter g. 

’National Industrial Conference Board, Industrial Standardization, p. 20. 

4 Industry and Trade, p. 201. 

’Particulars tandardization must occur in some degree whenever machine 
production is adopted since this must entail making, at any rate, a batch of 
articles which are identical. The case referred to is that where a model is 
selected and production confined to it. 
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the lines of the war-time “ utility goods ” scheme where 
certain firms concentrate on particular lines or models. One 
such scheme 1 visualizes the voluntary co-operation of a group 
of manufacturers, wholesalers and retailers—including the 
chain stores and possibly the co-operative societies—with the 
object of supplying goods complying with Board of Trade 
standards under some type of “National” trade mark. Mr. 
Kaldor, however, visualizes bulk orders for “ utility ” lines 
being placed by a public wholesaling organization, 2 which 
could dispense with the need for co-operation amongst 
manufacturers. 

From the narrow standpoint of factory production there is 
a great deal to be said for standardization in association with 
simplification. Decisions with regard to the details of pro¬ 
duction, once taken, can remain in force for comparatively 
long periods of time. The productive capacity of plant is 
increased since the interruption of manufacturing processes 
necessitated by changes from one type of product to another 
is avoided. 3 Manufacturers of standardized products can 
produce steadily all the year round even if there are seasonal 
fluctuations in demand since, in a period when demand is below 
the average, they can accumulate stocks which can be drawn 
upon in the season of peak demand. 4 To the extent that 
standardization extends to the materials employed in pro¬ 
duction, there is a possibility of avoiding wastage by making 
it unnecessary to hold stocks of a wide range of raw materials. 

Yet it is possible to over-estimate the technical economies 
which may be obtained from standardization. For example, 
it has been estimated that, in the case of women’s stockings, 

l The Financial News, 7th March, 1944. 

2 The Times, 10th January, 1944. Mr. E. F. Schumacher has made a 
proposal on almost identical lines in his article “ An Essay on State Control 
of Business,” Agenda, Vol. m, 1944, p. 57 et seq. Something similar would 
seen to be envisaged in the Fabian Research Pamphlet No. 83, Government 
and Industry, pp. 9-10. 

3 The increase in productivity from “ long runs ” has been estimated at 
some 20-30 per cent on the average ; in some particular cases (such as certain 
types of men's underwear) at 200-300 per cent. See The Times, 12th January, 
1944- Again, in the pottery trade, ” Experience confirms that the lowest 
costs of production are achieved by firms making long runs on a few lines ; 
and that this factor is of greater importance than the size of the factory ” I 
Working Party Report, Pottery, p. 17. 

4 The risk factor in stock holding due to ” style ” changes is but 

other costs remain. The decision will therefore depend upon the balancing 
of these costs against the costs of idleness or of under-employment• plant. 
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if a normal pre-war order to a manufacturer of 50,000 dozen 
pairs was increased to a " utility " sized order of, say, 500,000 
dozen pairs, the economy in manufacturing costs might be in 
the region of sixpence per dozen pairs. 1 Again, in the cotton 
industry, where the economies of standardization have been 
widely discussed, Professor John Jewkes has expressed his 
view that the advantages of mass-production are reached at 
a very early stage. "For example, in a weaving shed of 600 
looms it would probably be sufficient for the attainment of 
minimum costs if 20 different cloths were each being produced 
continuously on batches of 30 looms." 2 

A further difficulty of standardization is that of providing 
for innovations, such as new designs and improvements in the 
product. This question cannot be disposed of by the common 
assertion that most of such changes are unnecessary. 3 Under 
competitive conditions, while the bias of the individual 
producer will be in the direction of leaving things as they are, 
he will be afraid to persist in this attitude over-long lest 
another firm makes the change and takes the business. The 
complaint of course is, that under this system, producers 
attempt to beguile the consumer by unnecessary variations, 
thereby raising production costs. Any body charged with the 
restraint of " unnecessary " innovations could adopt a much 
more conservative attitude if it could coerce all producers, and 
the rate of progress would tend to approach that of the least 
progressive firm. It has been pointed out, for example, in 
connection with cotton textile machinery that unless a policy 
of standardization “ is allied to energetic development and 
research the standardization will occur, as it were, at a back 
date, that is on types of machine that are not the most up to 
date that can be produced at the time." 4 Again, it has been 

* x Mr. F. C. Hooper, The Times, 30th June, 1945. 

2 Working Party Report, Cotton, p. 245. 

*Thus Mr. Kaldor condemns the unnecessary “ frills ” on pre-war vacuum 
cleaners and wireless sets. See The Times, 10th January, 1945. Yet an 
apparent “ frill ” may hold the seeds of a useful technical development. Mr. 
E. A. Lever replies : “ . . . once upon a time self-starters, electric lighting and 
four-speed gears were ” frills ” on certain motor cars. Now they are in 
general use. Similarly with short-wave bands, automatic volume control and 
push-button tuning on radio sets, and so on. Differential merchandise in a 
free economy invariably leads to better merchandise in general/’ The Times , 
19th January, 1945. 

4 “Interim Report of the Committee of Investigation into the Cotton 
Textile Machinery Industry,” p. 16. 
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pointed out that in the motor industry the most significant 
technical developments have originated with the specialist 
producers rather than the mass-production firms. 1 

There is, however, a possibility of providing a considerable 
measure of standardization and yet of preserving individuality 
in the complete product by some standardization of com¬ 
ponents. As Marshall points out, “ the standardization of 
component parts is at once more productive of economy and 
less hostile to progress than that of complex structures/' 2 
Such standardization permits vertical disintegration of the 
production of components into the hands of specialists who, 
by concentration of production, are able to make important 
economies in costs. Thus in the motor industry it is estimated 
that about two-thirds of the factory value of a car is bought 
on an average in this way from outside suppliers. 3 Such 
standardization is often to the advantage of the small producer 
who can buy components from the specialized firms on 
competitive terms with the big firm. This again serves the 
interest of the consumer by the maintenance of competition 
in the supply of the complete product. 

The Patent System 

As a general rule, those who undertake the work inseparable 
from the development of new products, devices and processes, 
do so in the hope of deriving from them some increase of 
income. This is, however, by no means inevitably the case ; 
much work of this nature is done for the satisfaction derived 
from the achievement of success, or for the recognition which 
it will bring in its train. In general, however, the activities 
discussed above have as their goal the attainment of material 
rewards. The problem is how best these rewards can be 
secured by those who are entitled to them. One method is 
that of preserving the discovery as a trade secret. This is 
possible in the case of industrial processes the nature of which 
is not revealed in the finished product, but is clearly impossible 

1 “ Report on the Proceedings of the National Advisory Council of the 
Motor Manufacturing Industry,” p. 15. 

2 Industry and Trade, p. 227. 

3 Report on the Proceedings of the National Advisory Council of the Motor 
Manufacturing Industry," p. n. 
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in the case of products which, once seen, can be imitated. It 
may be, however, that even in the latter case, the priority 
which invention gives may enable the inventor to earn his 
reward before imitators can spoil his market—as in the fashion 
trades. Outside of such fields, however, the view has long 
been held that some special form of protection is required ; 
that the fostering of invention is in the social interest, and 
that it is the duty of the State to make provision to protect 
the rights of the inventor. Such is the immediate justification 
for patent legislation. 

British patent law, as embodied in the Patents and Designs 
Acts, 1907-1946, confers on the holder of the patent or anyone 
authorized by him, the sole right to " make, use, exercise and 
vend ” the patented invention in the United Kingdom for a 
period of sixteen years. During this time, the patentee has 
a complete monopoly of his invention and is at liberty to earn 
such reward for himself as he is able. In return, the inventor 
makes a full revelation of his knowledge when he files his 
complete specification with the Patent Office. Thus, at the 
end of the period of his monopoly, competition in the making 
and sale of the invention becomes possible since full information 
regarding the invention is available for the use of all who may 
be inclined to take advantage of it. 1 

This procedure, in the opinion of the Swan Committee, 
stimulates technical progress, mainly in four ways: (1) it 
encourages research and invention ; (2) it induces an inventor 
to disclose his discoveries, instead of keeping them as a trade 
secret ; (3) it offers a reward for the expense of developing 
inventions to the stage at which they are commercially 
practicable ; and (4) it provides an inducement to invest 
capital in new lines of production which might not appear 
profitable if many competing producers embarked on them 
simultaneously. 2 These claims probably have substance, but 
it is relevant to inquire whether the existing system is best 

x “The relative stagnation of such industrial arts—as brewing, keltering, 
distilling, tanning—where secret processes, not covered by patents, are still 
much practised, may also indicate by contrast the usefulness of publicity 
achieved by patenting. This publicity is altogether an indispensable advantage 
of the patent system.'’ M. Polanvyei, “ Patent Reform,” Review of Economic 
Studies , Vol. XI, p. 64. 

Second Interim Report of the Departmental Committee on the Patents 
and Designs Acts,” Cmd. 6789, p. 3. 
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designed to give the appropriate reward and, further, whether 
it may not lend itself to practices which are contrary to the 
public interest. 

The main burden of the criticisms directed against the patent 
system is that it lends itself to be an instrument of monopoly 
in ways which were certainly not visualized by its nineteenth 
century originators. One such device is the “ tying clause" 
whereby, for example, the user of a patented machine must 
buy or hire any additional machines from the same manu¬ 
facturer to whom he also binds himself to obtain subsidiary 
machinery made by the same firm. Again, if materials of a 
special nature are required, these too may have to be bought 
from the same source. Section 38 of the principal Act 
attempts to thwart devices of this nature but, as the Swan 
Committee has pointed out, it is easy to evade its provisions 
and to frame a contract which is highly restrictive in its 
operation. 1 For example, the section requires, amongst other 
things, that the manufacturer must have the option between 
a “ tied " lease and a lease on “ reasonable " terms, without 
such conditions. The British United Shoe Machinery Company 
provided the Boot and Shoe Working Party with an estimate 
of the relative cost to a hypothetical factory of machines 
leased under the “ tied " and the “ free " systems. Such a 
manufacturer would pay 50 per cent more under the " free " 
system than he would under the “ tied " system. The 
Working Party comments that “ As a result, almost the whole 
of that portion of the industry which uses B.U.S.M. Co. 
machinery operates on the ‘ tied 1 leases." 2 

Another criticism is that the patent system can be used to 
give effective control over a device for considerably longer 
than the statutory period of sixteen years. During the life 
of the original ‘ master " patent, improvements are made for 
which patents are, in turn, taken out. When the " master " 
patent expires these "cluster" patents still remain in force, 
and, since few people are likely to want the original invention 
without the improvements, it remains effectively controlled. 
Thus the patentees of the gas-filled incandescent lamp developed 
and patented the inside frosted lamp. When the patent for 

^md. 6789, p. 10. 

2 Working Party Report, Boots and Shoes , p. 16. 
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the former expired in 1931, that for the latter remained in 
force until 1940. Since many consumers preferred, inside 
frosted lamps, the patentees enjoyed a partial monopoly in 
the incandescent lamp market for a further nine years. 1 There 
is also the possibility that the holder of a patent may centralize 
and control the whole of the research connected with it since 
he alone can profit from it, thus perpetuating his monopoly 
beyond the period of the patent. 2 

Then there is the criticism, prominent in popular discussion, 
that patents are acquired with the intention that their use 
shall be delayed or, possibly, that they shall never be used at 
all. This is a criticism which it is difficult to substantiate. 
There are trades in which certain branches of production are 
monopolized and where new ways of making existing products 
are constantly being developed. In order to maintain control, 
the firm established in this particular field must acquire these 
patents, with the result that it holds large numbers of them 
though it uses very few. 3 It must be remembered, however, 
that numbers of these “ sterilized ” patents are, in fact, 
worthless on closer investigation. 4 The Council of the Char¬ 
tered Institute of Patent Agents in its evidence before the 
Swan Committee on the Patents and Designs Acts reported 
that an overwhelming majority of its members had not come 
across a single example of a patent used for the repression of 
competition in the United Kingdom, though a small minority 
of members believed that they had met such cases. The 
Council acknowledged, however, that there is evidence of a 
tendency for holders of considerable numbers of patents to 
grant licences with conditional clauses. Thus a licensee of a 
patent may undertake to refrain from research in the field oi 
the patent. 

A further monopolistic use of the patent system may come 
in connection with the patent pool, that is, “ an arrangement 

J Sec Peter Mcinhardt, Inventions, Patents and Monopoly, p. 218. In spite 
of quoting this example, the author arrives at the curious conclusion that 
the charge is unfounded. 

a Guenter Reimann, Patents for Hitler, pp. 143-4. 

3 “The great industrial companies that maintain their own research 
laboratories take out many patents on devices collateral to their own line 
of development. In this way they * fence in ' their own particular field and 
1 fence out ' competition.” William B. Bennett, The American Patent System , 
pp. no-111. 

*See W. A. Lewis, Monopoly in British Industry, p. 5. 
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whereby a group of patentees engaged in a particular industry 
grant each other cross-licences under all patents owned by 
them in a particular field.” 1 This plan admittedly may confer 
benefits by promoting technical progress within the group of 
firms concerned. This type of arrangement, however, fre¬ 
quently involves agreements of an exclusive nature whereby 
the benefits are not made available to parties outside the 
original agreement. Arrangements of this character readily 
lend themselves to the suppression of competition. To 
prevent such abuse, the limitation of the number and 
character of patents assigned to a single assignee has been 
suggested. 

Permission may be granted to use the subject matter of a 
patent by means of a licence which may be exclusive or non¬ 
exclusive. In the case of an exclusive licence the patentee 
debars himself from granting other licences or, indeed, from 
using the patent himself unless he has reserved the right. The 
exclusive licence is likely to be employed in the case of new 
inventions of major importance which require much time and 
capital for development. The non-exclusive licence permits 
the patentee to grant similar licences to others ; it is likely to 
be used in the case of minor inventions or improvements which 
are capable of being employed by many manufacturers. This 
device, made available to all for a modest royalty payment, 
checks any temptation to infringe the patent rights. 

Section 24 of the Act allows a patentee to obtain remission 
of one-half the fees payable if he requests that his patent be 
endorsed with the words " licences of right.” This has the 
effect that any person who so desires may apply for a licence 
which will be granted on terms which are mutually acceptable, 
or, failing agreement, on terms fixed by the Comptroller of 
Patents after application to him has been made by either 
party. This device should have the effect, under conditions 
of competition, of concentrating output in those firms having 
the lowest costs of production. It has, however, been little 
used, and has affected only some 5 per cent of the patents 
granted whilst of these only a small proportion has resulted 
in the actual grant of licences. The Swan Committee conclude 
that " it has been used mainly to save fees on patents in whose 
meter Meinhardt, loc. cit., p. 211. 
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commercial value the patentee has perhaps not much con¬ 
fidence .” 1 

It has been suggested that the “ licence of right ” system 
should be made compulsory for all patents . 2 This view has 
aroused strong opposition. Thus a pamphlet issued by 
Imperial Chemical Industries, Limited , 3 takes the view that 
such a step would destroy the effectiveness of the patent 
system. In the absence of a considerable period of monopoly 
exploitation, it is thought, industry would not engage in 
research and, if it did, would either conceal the results or fail 
to make use of them because the risk of loss would be too high. 
It is not at all clear why compulsory licensing should discourage 
research except under a monopolistic organization of the 
industry in question. Under anything approaching free 
competition firms would be compelled to take action to ensure 
that they were not outdistanced by others. It is true that 
under the system of ” licences of right ” there would be some 
danger of suppression of information, particularly experience 
of a non-patentable kind indispensable for the most economical 
working of the patent . 4 Obviously, however, such suppression 
of information would be attended by the grave risk that a 
rival would discover this “ know-how ” independently and 
would then be able to use it without any payment at all. The 
system of compulsory licensing would certainly not dispose of 
monopoly but it would certainly assist in the reduction of 
the dimensions of the problem. 


•Cmd. 6789, p. 9. 

2 For example, see The Economist, 23rd January, 1943, P- IIX * 
3 Patents and Licences of Right. 

4 Cmd. 6789, p. 11. 



CHAPTER 8 


COST ACCOUNTING IN ADMINISTRATION 

The active interest of British business men in costing systems 
and methods would appear to date from the First World War 
when large Government contracts for supplies were allocated 
to industry for which, in many cases, no previous experience 
existed. There was no open market in which a price could 
be established by competition , 1 so that some other method of 
arriving at a price which was " fair ” to both parties had to 
be devised. The logical course seemed to be to ascertain the 
average cost of production of the output after taking into 
account all the costs involved, after imposing such safe¬ 
guards as were feasible to secure efficiency, and then to add 
a percentage, arrived at by mutual agreement, for the 
remuneration of the firm. Thus costing was, in such 
circumstances, an indispensable pre-requisite of price fixing. 

For the moment, let us ignore any questions which may 
arise as to the possibility of obtaining worth-while cost figures, 
and concentrate on this relationship between costs and prices 
which has coloured most of the subsequent discussion. It is 
probably safe to say that most appeals put out by trade 
associations to their members, urging them to adopt a costing 
system, are based upon the assertion that in no other way can 
selling prices be accurately fixed. An accurate knowledge of 
costs is almost invariably put forward as a cure for price 
cutting, on the ground that no firm will knowingly sell below 
" cost M when it knows what this is as revealed by a sound 
costing system. All this is distinctly unfortunate, for it has 
led to a complete misstatement of the problem, not only in 

1 The war-time impediments to a free market were summed up in the 
course of the Second World War by the Select Committee on National 
Expenditure as follows : “ The need for secrecy may make it undesirable to 
issue specifications or reveal locations to more persons than absolutely necessary. 
Work must be given to firms of known capabilities most likely to carry it out 
well and within a limited time. As the volume of production increases, all 
suitable firms, and certainly the most efficient, will be employed 1o their full 
capacity and the danger of overloading will make it necessary to employ firms 
which, having fewer facilities, cannot offer such good prices.' 1 Fourth Report, 
Session 1940-41, H.C. 33, p, 14. 
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the minds of many business men, but in textbooks. The 
selling price of the product must be fixed in accordance with 
market conditions , 1 mainly those prevailing at the time of 
sale, though possibly also with regard to the long-term 
interests of the business. 2 'The clear-cut procedure of the text¬ 
book is rarely possible—namely, the ascertainment of a 
definite figure of " cost " to which a uniform percentage for 
profit is added. Given the cost figure, then in some market 
conditions the profit percentage will vary considerably and, 
on occasion, will be negative, so that a price " below cost ” 
must be accepted if the business is to be carried on. It is 
because business men in practice act in this way, whatever 
pious sentiments they may express at trade conferences, that 
we find, from time to time, the pages of the trade press filled 
with lamentations concerning the stupid and unethical conduct 
of firms which accept business " below cost/' 

This brings us back to our starting point. We have assumed 
in the last paragraph that it was possible by following some 
recognized technique, to produce a figure which could be 
described, beyond dispute, as the " cost " of a particular job 
or batch of products. The standard works on cost accounting 
are almost unanimous in describing this as the basic function 
of cost accounting . 3 Its purpose is to devise a scientific system 
of allocating costs to specific pieces of work so as to arrive 
at the " true cost " of production. Such is the orthodox view, 
which, when challenged, is often supported with more heat 
than logic. If costs were all of a certain type there might be 
nothing in this view with which to quarrel. Suppose that a 
business is carried on with two factors of production only, 
which we will call "raw material" and "labour," and that 
it is possible to arrange contracts for the supply of these 


1 " . . . the fact that though sometimes the business man is in a position to 
start, with his costs and work towards selling price, he is more often in a position 
where he must start with the selling price and work back to cost." Professor 
T. H. Sanders, " Some Questions on Cost Accounting Theory and Practice," 
The Accountant , nth November, 1939, p. 517. 

2 As where the full price possible at the moment is not exacted so that profits 
may not appear abnormal and newcomers be encouraged to enter the industry. 

8 Thus, Mr. H. J. Wheldon says, "Costing is the proper allocation of 
expenditure, and involves the collection of costs for every order, job, process, 
service, or unit, in order that suitably arranged data may be presented to a 
producer as a guide in the control of his business." Cost Accounting and 
Costing Methods, p. 1. 
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factors so that we can obtain the exact amounts needed as 
and when we require them. In this case, we could allocate 
the costs to each job with perfect accuracy merely by 
recording the time and material used on each job and pricing 
it out at the rate actually paid . 1 

This situation is clearly unrealistic. A business makes 
many contracts which involve it in expense and, in accordance 
with the subject matter, the duration of such contracts varies 
considerably. The uses of certain agents of production are 
not limited to a particular job but may be employed for a 
whole series. Consequently, once a given obligation has been 
assumed, varying periods of time must elapse before its terms 
can be revised and, in case of need, a given item of expenditure 
discontinued. A factory worker may be hired by the hour 
but a company secretary may be subject to three months' 
notice ; premises may be subject to a seven years’ lease ; 
debentures may be issued at a stipulated rate of interest for 
a period of twenty years, and so on. Costs, therefore, stand 
in widely varying relationships to output according to the 
period of time selected, and from this fact the complicated 
problem of allocation of costs arises, which occupies so much 
space in the literature of cost accounting. 

Recognition of this feature is, at any rate, partially made 
in the common distinction between “ direct ” and " indirect ” 
costs. Direct costs are said to be those which vary in proportion 
to output, the common examples being raw materials and 
certain types of factory labour. These are the costs which 
are normally variable when output over short periods of time 
is under consideration. The “ indirect ” costs are those fixed 
by longer term contracts and cannot be varied in the period 
during which the output in question is being produced. In 
every business we shall find costs which have to be contracted 
for over varying periods of time and these periods differ from 
those for which the cost of output has to be calculated. It is 
the treatment of this type of cost which gives rise to the greatest 
amount of discussion. 

In order to try to bring out essentials, let us start with a 

1 Even this example does not avoid all difficulty, for there would still be a 
continuing “ overhead ” expense in the shape of the entrepreneur himself, 
unless we assume that he uses his spare time, if any, in wage-earning 
employment. 
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simple hypothetical case of a factory which is turning out a 
uniform product at a steady rate of production over a twelve- 
monthly period. A brickworks might be a convenient illus¬ 
tration. In order to ascertain the average cost per 1000 
bricks produced in this period, we could turn to the items of 
expense as set out in the firm's profit and loss account. The 
total expenses thus ascertained could be regarded as the total 
cost of the output for the period. Even so, we should almost 
assuredly strike some difficulty. We should find that the firm 
possessed some fixed property which was being used in the 
course of production but whose value was not used up in the 
course of the year under review—buildings or machinery, for 
instance. Included in the profit and loss account from which 
we are deriving our cost figures we should almost certainly 
find an allowance for these items under the heading of 
depreciation. If we could be assured that this item was 
merely the “ user cost ,,;L of the assets in question, it need 
cause us no trouble, but it is unlikely to be so restricted—even 
if such a figure could be readily calculated. In actual fact, we 
are likely to find that it is an arbitrary allocation, based on 
calculations which may be irrelevant . 2 We may decide to 
overcome this by selecting some period longer than a year, so 
that we can include the whole cost of such assets without 
any arbitrary assumption regarding them. Let us suppose 
that this can be done over a period of five years. We can 
then produce a figure which tells us the average cost of 
producing 1000 bricks during that period. 

What is the use of such a figure when we have got it ? It 
is doubtful whether anyone would claim very much for it. 
It relates to past history and the most we can say is that if 
the firm is to show a profit the average selling price per 1000 
bricks over the same period of five years must exceed the 
average cost figure. There are those, as already indicated, 
who would argue that the selling price should always exceed 
this average cost figure, and that if such terms cannot be 

1 That is, the sacrifice which the entrepreneur incurs by employing the 
equipment instead of leaving it idle. See Keynes, The General Theory of 
Employment, Interest and Money, p. 23. 

a The “ Diminishing Balance" method of depreciation is said to be widely 
used in industry for no better reason than that it is favoured by the Inland 
Revenue authorities for the calculation of wear and tear allowances. See 
S. W. Rowland, Depreciation Reconsidered, p. 0. 
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secured, there should be a refusal to sell. Such a policy would 
clearly be self-frustrating if carried to its logical conclusion. 
It would involve a smaller output over which “ fixed ” expenses 
could be spread and would consequently entail a higher figure 
of average cost, the smaller the output. The outcome of 
attempts to cover this rising average cost would be no sales 
at all. Every business man realizes that, in certain circum¬ 
stances, sales at some price are better than no sales at all, 
even if they are below long period average cost. What we are 
interested to know, then, is by how much we can cut below 
this average cost figure and still, on balance, benefit the 
business ? To this we can give no answer whatever from the 
type of figure here calculated. It is a figure which is singularly 
unhelpful for the guidance of management. 

Now, probably no one would seriously propose trying to use 
a figure calculated in this way, but what is often suggested 
comes to much the same thing. A monthly cost statement 
may be prepared showing the direct cost of materials and 
labour on the basis of materials actually consumed and wages 
paid for that month. When we come to indirect expenses, 
they are charged pro rata, for example, one-twelfth of the 
office expenses for the year, one-twelfth of the rates, and so on. 
For wasting assets such as machinery, we have the argument 
that the value of a machine which lasts five years should be 
charged at the rate of 20 per cent per annum ; so that one- 
twelfth of the year’s depreciation figures in the monthly cost 
statement. Clearly, the figure thus obtained will be similar 
to that calculated by the first method 1 and is subject to the 
same sort of criticism. 

Let us now suppose that during one month the price 
obtainable in the market per 1000 bricks falls below this 
average cost as computed in the monthly cost statement. 
Should the business refuse to sell and stop production ? If 
it should continue to sell, what are the limits to the price cut 
which can be accepted ? The logical line of approach should 
rest upon the reflection that the firm is already in existence,^, 
committed by a variety of contracts to the payment of manjl 
expenses which will not be affected in the slightest degree b^ 

'It is assumed that raw material prices and wages do not fluctuate. If 
they do, the monthly figure will deviate from the long-term one. 
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the sale in question. Such things as the rent of the factory, 
the salary of the manager, or the expenses of running the 
office will be neither increased nor reduced whether the order 
is taken or not; they will have to be paid just the same. 
Therefore, in considering whether an extra order for, say, 
50,000 bricks should be taken at a price " below cost/' these 
things should logically be disregarded. What should be taken 
into account is all the additional expenses to which the firm 
will be put if the order is taken. These “ avoidable ” expenses, 
as they have been termed, 1 would include the raw materials 
which need not have been purchased if the order were not 
booked, or the wages of labour which need not be engaged. 
No definite list can be given for much depends on the 
circumstances of the proposed contract and its duration. Thus, 
normally, the rent of premises could be disregarded in this 
computation, but if the booking of the contract entailed the 
taking of extra factory space, this clearly should be a charge 
against the contract. 2 

Thus, in such circumstances, the cost accountant should be 
expected to submit figures to reveal the variations in cost 
which would result if the order were accepted. This statement 
would give a minimum figure which must be covered by the 
sales receipts from the contract. Suppose that this figure is 
£50. Then we may say that if the order produces an addition 
to revenue of at least £50, it is worth while accepting it. But 
if the amount to be realized is less than this figure, then no 
business man will normally take it if he is fully aware of the 
circumstances. 3 Anything which the contract may yield over 
and above the £50 will be a clear gain to the business—a 
contribution which would be lost if the order were refused. 
Suppose, for example, that the “ full cost ” as computed by 
some formula for averaging all long-run costs was £75, whilst 
the customer offers only a price of £65. The orthodox answer 
to this situation is that the order should be refused because 

^ee article by Mr. R. H. Coase, The Accountant, 1st October, 1938. 

2 A more difficult case arises where the extra space is taken partly to 
accommodate the new contract and partly for other business which it is hoped 
to attract. 

- s It may rationally be accepted in such circumstances for the purpose of 
gaming a foothold in a particular market, or from some similar motive such 
as the elimination of a competitor. In this case, the loss must be regarded 
as sales promotion expenditure. 
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it does not cover " prime cost ” plus a " fair ” allocation of 
overheads. This " fair ” allocation of overheads would be £25 
if our " avoidable ” cost is £50. But this £25 would have to 
be paid in one way or another in any case. 1 If we refuse the 
order, we get no contribution towards it, whereas if the order 
be accepted at £65, the contribution will be £15. In one case 
we lose £25 ; in the other, only £10. There can be little 
dispute where the true interest of the business man lies. 

But, it will be argued, any business which consistently acts 
in this way must end in the bankruptcy court. Admittedly, 
any business which fails to cover its long-run average costs 
must ultimately disappear, but normally no business over a 
period of time will be forced to book orders on such a fine 
margin as given in the example, 2 and there is nothing unsound 
in a business varying its price to suit varying market conditions. 
Does not such a policy mean that some customers are, in effect, 
subsidizing others ? It is true that, in a sense, there is 
discrimination over time between one set of customers and 
another, but this is straining the concept of discrimination far 
from its normal meaning, for the process is not under the 
control of the individual firm but is imposed upon it by the 
conditions of the market. There is an implication in the 
condemnation of such adjustments that if all businesses were 
to hold out until the “ full cost ” calculated on some arbitrary 
costing formula was covered, the customer would be compelled 
to pay a reasonable ” price. This by no means follows. 
He might not buy at all, or buy a reduced quantity, or 
buy a substitute, in all of which cases the firm would be 
worse off. 

The higher the proportion of “ avoidable ” cost in the output 
of the firm, the more closely will this cost figure approach 
that of “ full average cost ” for a given output. It is possible 
to argue that in many businesses, a wide range of costs do, in 
fact, vary with output, though, because of book-keeping 
difficulties of allocation, they are included with the fixed costs. 
An attempt has been made to demonstrate something of this 
kind in connection with the printing trade, mainly on the 

1 Unless it happens to be loaded with certain fictitious costs such as interest 
on the capital used in the business by the entrepreneur. 

2 Unless, of course, it is a " marginal ” concern which is in process of being 
eliminated. 
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basis of American experience. 1 Printing costs have been 
classified as follows, to show the variation which takes place 
as the turnover of the business falls— 

COST RATIOS OF GENERAL PRINTERS 

1. Costs which vary with turnover. P er Cent 

Materials, productive wages, spoilage, packing, carriage, 


bad debts, and discount .. .. .. .. .. 69*27 

2. Costs which vary 60 per cent with turnover. 

Advertising and power .. .. .. .. .. 1*49 

3. Costs which vary 40 per cent with turnover. 

General factory expenses, office costs, selling costs, 
travellers’ salaries, and commissions .. .. .. 13*22 

4. Costs which vary 20 per cent with turnover. 

Storage and handling materials, light, general expenses 

and salaries . . . . . . . . . . . . . . 8-84 

5. Costs which do not vary. 

Rent, insurance, rates and taxes, depreciation and minor 

fixed expenses .. .. .. .. .. .. .. 7-18 

100 00 


A classification of this type would, of course, vary from one 
trade to another. The placing of several of the items in this 
classification, moreover, seems open to question. Even so, 
however, it does not invalidate the general principles discussed 
above, but merely limits the range of their operation. 

Even now, however, we have not completely exhausted the 
ambiguities of the concept of “ full cost/' Suppose that the 
“ full cost ” of the 50,000 bricks was £75 as already mentioned, 
and that this figure contains £25 of indirect cost, or 10s. per 
1000 bricks. The computation of the figure depends partly 
upon spreading expenses pro rata over an arbitrary period of 
time and relating this to some “ normal ” output so as to 
obtain the figure of 10s. per 1000 to add to the “ direct ” cost. 2 
But the accuracy of this figure depends upon the attainment of 
the normal output. If the output is below normal, then the 
“ full cost ” is higher than that computed by the system and 
the business is still selling “ below cost,” whereas if the output 
rises above normal, the customer is penalized if it is seriously 
intended that prices should be based upon costs. The absurdity 

1 W. H. Sessions, Members' Circular of the British Federation of Master 
Printers, July, 1933. 

2 This difficulty will not, of course, arise when a mere " historical ” 
investigation is being made, for output will then be known, but we are here 
concerned with attempts to use costs as a tool for administration. 
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of this situation has to some extent been appreciated and 
attempts are not normally made to adjust costs upwards and 
downwards to changing output in this way, 1 but this 
immediately reinforces the criticism that “ true ” cost contains 
much that is debatable and is very far from being something 
clear-cut and unambiguous as is so often implied. 

Primarily, then, the work of the cost accountant should be 
to discover how costs vary with changes in output. 2 What is 
of vital importance from the point of view of management is 
to be able to answer such questions as the size of the extra 
outlays made necessary by the acceptance of an additional 
order, by the introduction of a new process of production, or 
by the opening of a new department. For these purposes the 
figures which are collected mechanically and at considerable 
expense by most costing systems are of little use—at any rate, 
in the form in which they are compiled, though the materials 
for the answer to the type of question which we are here 
propounding is probably to be found amongst them. The 
orthodox costing system is, however, usually much more 
concerned with devising methods for “ tying in ” its records 
with the double entry book-keeping system than with seeking 
the answers to such queries. 

Joint Costs 

So far our illustrations have been based upon simple 
manufacturing conditions, and even here we have seen that 
the calculation of “ costs ” by the recommended technique 
presents all manner of ambiguities and complications. These 
are multiplied considerably when the business comprises a 
number of dissimilar departments or processes, or turns out 
a range of products, or undertakes a heterogeneous collection 
of special jobs to suit the requirements of individual customers. 
In businesses w T ith a number of production departments there 
is inevitably a considerable volume of expenses which cannot 
be ascribed specifically to any particular department. It is 

1 “ Where machines stand idle in limes of trade depression, the loss on this 
account is best written olf to a\ oid altering the rates seriously, which would 
render comparisons dilhcult or produce grotesque comparisons." H. J. 
Wheldon, Cost Accounting and Costing M ethods, p. 151. 

2 See R. S. Edwards, " i he Rationale of Cost Accounting " in Some Modern 
Business Problems, p. 277 et seq. 
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customary to allocate these by a variety of methods, such as 
in proportion to “ productive ” wages ; in proportion to the 
cost of raw materials consumed ; in proportion to the number 
of employees in the department; in proportion to the area of 
the floor space occupied by the department, and so on. Here, 
once more, " cost ” will inevitably depend upon the formula 
which happens to be adopted. The statement of departmental 
cost finally obtained is more often an “ historical ” one, 
representing a detailed analysis of past figures with overheads 
split up on the lines indicated. 1 The figures of departmental 
costs have often to be broken down still further to obtain such 
quantities as a “ man hour rate/' or a “ machine hour rate ” for 
the purpose of calculating the cost of individual pieces of work. 

Another type of problem over which the greatest possible 
confusion exists is that of joint costs where, in the course of 
a given manufacturing process, two or more products emerge 
simultaneously, as is common in the chemical industries. Here, 
various possibilities exist : the proportions in which the joint 
products are obtained may be fixed, or it may be possible to 
alter their relative proportions ; again, the cost of production 
may be “ joint ” until the process is complete and the goods 
are ready for sale, though most usually costs are “ joint ” up 
to a point and afterwards may be assigned to individual 
products. The problem of joint costs is typically stated thus : 
“ In accounting for joint products the main problem is the 
determination of an equitable method of apportioning the cost 
of material, labour and expenses to the several products/' 2 
How does this square with our previous analysis ? 

To the extent that special costs are involved in the 
preparation of a given product, there is no difficulty. These 
must and can be taken into account in deciding whether its 
sale is worth while. Evidently, if the revenue derived from 
its sale does not cover such “ special ” costs it is not worth 
bothering with and must be treated as “ waste/' This situation 
has often occurred with regard to chemical by-products until a 

1 An excellent illustration of the type of compilation is to be found in Appendix 
II of Dr. H. W. Singer's paper, Standardized Accountancy in Germany , (National 
Institute of Economic and Social Research, Occasional Papers, No. 5). Views 
which are here criticized must not be attributed to Dr. Singer, whose paper is 
purely descriptive. 

2 J. J. W. Neuner, Cost Accounting, p. 386. 
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use for them has been discovered and a value created which 
was sufficient to cover the costs of treatment. 

This brings us to the major problem—namely, the “ allo¬ 
cation ” of the joint costs incurred in the production of the 
joint products. Suppose, first of all, that these are produced 
in unalterable proportions. Various suggestions are put 
forward for dealing with the matter, such as that the cost 
should be allocated in accordance with the relative weights of 
the products, with their atomic weights, or with their market 
values. The latter method is sometimes commended on the 
rather strange ground that it equalizes the rate of profit on 
each product, though why this should be expected is more 
than a little obscure. Suppose that two joint products A and 
B are produced in a certain quantity at a cost of 20s., there 
being no special expenses of production, and that the respective 
amounts of the two commodities can be sold as follows : A for 
5s., and B for 20s. Then, if the above rule were followed, the 
cost of A would be quoted as 4s. and of B as 16s., yielding in 
each case 20 per cent profit on the sale price. Suppose, now, 
that'an alteration in market demand schedules occurs so that 
the price of A rises to 10s. and that of B falls to 15s. The 
allocation of cost should now be changed so that A is deemed 
to cost 8s. to produce, whilst B costs 12s. Can anyone seriously 
suppose that changes in market price could cause adjustments 
of costs in this way ? The whole basis of allocation is shown 
to be purely artificial and can serve no useful purpose whatever, 
though it may be exceedingly misleading. 1 The fact is that 
any such apportionment is meaningless and useless in the 
circumstances here considered. The only statement that can 

1 An American writer gives the following example of the absurd results which 
followed in practice from the adoption of this method. Methanol is one of a 
number of products obtained from the destructive distillation of wood. After 
the last war, Germany began to compete in the United States market with a 
synthetic product which led the wood distillers to ask for the protection of a 
higher rate of duty. The Tariff Commission began an inquiry into costs of 
production and found that the average cost of production of methanol had 
declined by more than 10 per cent between 1924 and 1925. This was not due 
to changes in the conditions of production, such as elimination of high cost 
producers or plant modernization, but resulted from the above mentioned 
method of allocating costs. The prices of all the joint products had declined 
but, because of German competition, the price of crude methanol had declined 
much more heavily than the rest, so that the value of methanol formed a 
smaller proportion of the total value of all products, and attracted a smaller 
proportion of cost. See T. J. Kreps, “ Joint Costs in the Chemical Industry,” 
The Quarterly Journal of Economics, Vol. 44, pp. 421-3. 
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be made is that the total cost of the joint process is 20s. and 
that unless the combined selling prices of the products exceed 
this sum, no conceivable method of allocating costs can make 
the process profitable. 

Let us now suppose that it is possible to vary the relative 
proportions of A and B. The object of the cost accountant 
must then be to measure the changes in costs which will result 
from variations in the proportions of the products with a 
view to reaching the position at which profit is a maximum. 
Suppose the following table records the result of a series of 
such computations on the assumption that selling prices may 
be taken as given— 


COSTS AND REVENUES IN THE PRODUCTION OF 
JOINT PRODUCTS (SELLING PRICES FIXED) 
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If a change in proportions is possible, clearly the entrepreneur 
will seek to reduce the output of the cheaper product and to 
increase that of the dearer. Thus, in the table, we should 
prefer to have less of A which sells for only 6d. per lb. and 
more of B for which we can get is. 4d. In order to produce 
such variation however, the joint cost of production will also 
have to varied. It is improbable that the “ least cost 99 
combination of products will be the most profitable. All that 
is relevant to the discussion is the change in cost as compared 
with the change in revenue resulting from a variation in 
proportions. Thus, on comparing product combination (2) 
with combination (3) we see that the joint cost has risen from 
19s. 6d. to 20s., an increase of 6d. for the 25 lb. of output. 
But at the same time, the total revenue rises from 24s. 2d. to 
25s., an increase of rod. Consequently, the net revenue 
increases from 4s. 8d. to 5s. and the change in proportions is 
clearly worth while. Actually, however, the most profitable 
combination justifies a further increase of joint cost to 20s. 6d. 
at which point the net revenue is maximized at 5s. 4d. 1 

So far the problem has been simplified by our assumption 
that the selling prices of the products remain unaltered in 
spite of changes in the proportions of output. This might be 
conceivable in the case of such experiments by a single firm 
selling in a competitive market. Such an assumption is 
unrealistic and we should expect that the selling prices of the 
products would also be adjusted as the amounts which are 
placed on the market vary. Thus, the above table could be 
re-written on some such lines as shown on the next page. On 
the same principles as before, the maximum net revenue is 
6s. id. for 25 lb. of the two products, and this is obtained 
when they are produced in the proportions of 11 lb. of A to 
14 lb. of B. 

The method of approach here indicated is not intended as 
a demonstration of the worthlessness of ordinary costing 
records. It is contended that the compilation of masses of 
figures in some stereotyped form is not enough to secure reliable 
guidance on many problems of management. Much of the 1 

1 The variations shown are almost certainly grossly exaggerated, ancL^nuch 
finer adjustments would be needed in practice, but the figures ainwfrnerely 
at illustrating the principle involved. 
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information collected is of the greatest value, though the form 
in which it is presented often acts as an obstacle to the 
realization of the full benefits. It is often claimed that the 
installation of a costing system helps to eliminate waste and 
it has recently been claimed for standardized costing systems 
that “ Uniform methods of allocating costs and earnings to its 
various departments assist managers in tracing sources of waste 


COSTS AND REVENUES IN THE PRODUCTION OF 
JOINT PRODUCTS (SELLING PRICES VARIABLE) 



Product 
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and weaknesses within the organization/' 1 But why should 
an arbitrary method of allocating costs, even though it is 
uniform for an entire industry, assist in detecting waste ? 
Admittedly, if we are comparing the cost of operation of the 
hand-composing department of two printing works which are 
charging works oncost out to the different departments on 
widely different principles, we may be led to draw wrong 
conclusions if we forget, or are unaware of this fact. A uniform 
system of allocation may spare us a certain amount of hunting 
for mare's nests, but does not help us in allocating the sources 
of waste. If overheads are needlessly swollen by the excessive 
costs of the works office, for instance, it is to the office expenses 
that we must turn to track down the waste and not the way 
in which they happen to be spread over the works departments. 

It is in fact doubtful whether the prevention of waste has 
any direct connection with costing as such ; it is a function 
of management. 2 It happens that certain of the statistical 
data which may reveal the existence of waste arise through 
the working of a costing system. Consider, first of all, wastes 
arising in connection with labour. For purposes of cost 
computation the working time of every individual must be 
accounted for in factories where “ jobbing " contracts are 
being undertaken. Scrutiny of these statements and analysis 
of them will bring to light men who are under-employed, or 
excessive expenditure on labour in carrying out certain tech¬ 
nical operations. Similarly, in the case of raw materials, 
costing procedure impels the keeping of certain stores records 
which, under proper scrutiny, will reveal leakage and wastage 
of raw materials. 

Again, it is frequently claimed that the costing system 
assists in making estimates in tendering for new work. 3 The 
experience of the same or similar work in the past can be used 
in quoting prices. Once more it must be emphasized that any 
cost records of past work have historical value and cannot be 
used blindly in quoting prices. It is true, they may provide 

linger, loc. cit., p. 51. 

2 Claims of the diversity of uses of a costing system are probably due to the 
anxiety of its sponsors to secure its acceptance in a trade and to combat the 
suggestion that it represents “ unnecessary ” expenditure. 

3 Mr. Wheldon quotes with approval that “ an estimate is an opinion, prices 
are policy, and cost is a fact,” and goes on to say that <f the ascertained costs 
provide a measure for estimates,” p. 3, loc. cit. 
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useful technical information such as that of the time spent by 
men and machines in performing certain operations, though 
even this may have to be revised carefully in the light of 
changed circumstances. These technical quantities must be 
linked with the market values which it is estimated will be 
ruling at the time of undertaking the order, which may be 
quite different from those prevailing on the previous occasion. 
Again, too, the general situation of the factory in the sense of 
the work in progress may differ also. Thus, when the order 
was previously performed, the factory may have been working 
very much below capacity so that " avoidable ” cost may have 
been little more than the cost of the raw materials used. 1 If, 
now, the factory is fully occupied, the cost of taking this extra 
order may be of an entirely different magnitude when we pay 
due regard to the cost of the congestion and confusion which 
it may entail. It is clear that the automatic acceptance of 
past costs as a basis for current price quotations is to invite 
trouble. 

In the last paragraph, we have made the tacit assumption 
that we shall have to purchase the factors in question on 
receiving the order. It does not hold good, however, if they 
have already been bought. This point merits a little further 
consideration. Suppose that the firm is in possession of a 
stock of raw material which is suited to a particular job for 
which a tender is being made but, to take an extreme case, 
can be used for nothing else. If the opder is not booked, the 
raw material will be wasted. In such circumstances, in 
computing the cost of the job to the firm, the cost of the raw 
material can be disregarded for it has no alternative use and 
no value apart from the contract in question. This situation, 
naturally, rarely occurs, but a matter of very frequent debate 
is that of the rate at which material already acquired should 
be charged as part of the cost of a prospective contract. A 
common answer is that it should be reckoned at the price 
which was paid for it and that a selling price should be fixed 
which covers the cost figure so obtained. How far business 
men who argue in this way act on their own prescription is a 

*It is quite feasible to suppose, in many cases, that the labour will be there 
in any case and would, in the absence of the order, be standing idle. It is 
not always feasible for a firm to stand off workers when work is slack lest a 
sudden revival of demand catches it unprepared. 
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matter for debate, but the line of approach seems to be 
particularly futile. It would undoubtedly be a very comfort¬ 
able world in which business men could always obtain prices 
which would cover costs of production computed in this way 
at the expense of the consumer, but it involves a situation 
which could scarcely be tolerated in a system with any claims 
to be progressive. The only rational basis for assessing the 
“ cost ” of raw materials already in hand is based upon the 
alternative use to which they could be put. Thus, it will not 
be available for another contract for which new supplies will 
have to be obtained at the ruling market price ; alternatively, 
if no such contract is in prospect, the material might have 
been sold unaltered. 



CHAPTER 9 


BUDGETARY CONTROL 

Financial control by means of a budget has long been 
employed in the sphere of national finance, but the use of the idea 
as a tool in business administration is much more recent. The 
business budget is however more than a financial instrument, 
for it relates also to quantities of product and to operations, 
and consequently serves as a complete programme of business 
9 activity in the period to which it relates. 1 The essential 
features of a business budget are, in the first place, the 
establishment of an objective which is to be attained by the 
undertaking. Secondly, with this in view, policies must be 
evolved to achieve the objective. Finally, means must be 
devised whereby the actual results obtained can be measured 
and recorded for the purpose of comparison. As Professor 
Sanders says : “ The essence of a budget is a detailed plan 
of operations for some specified future period, followed by 
a system of records which will serve as a check upon the 
plan/' 2 

Purpose of the Business Budget 

The introduction of a system of budgetary control must 
create a tendency to increase delays and to give rise to 
inflexibility. This is seen clearly in the case of a national 
budget with the development of the “ Treasury ” mentality 
which aims at ensuring that money is spent only to that 
extent and for those purposes which have been authorized. 
Once the estimates of the spending departments have been 
sanctioned they become, like the laws of the Medes and 
Persians, fixed and unalterable. There is a real danger that 

1 In this respect, the business budget seems to have anticipated the modern 
conception of budgeting in national finance where the annual budget presented 
to Parliament by the Chancellor of the Exchequer has tended to become a 
comprehensive national stock-taking for the year under review. 

2 Cost Accounting for Control, p. 430. 
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the business budget may suffer from the same defect, in which 
case it is likely to be an obstacle rather than a means of 
assistance to the business man. The budget should be an 
aid to clear thinking and not a means of rigid control. It is 
an attempt to substitute objective measurement for intuition 
in business management, but it is no substitute for management. 
As Professor R. H. Lansburgh points out : 'The effectiveness 
of the budget is directly dependent on the effectiveness 
of administration within the several departments. It is an 
influence which should lead to better executive control, but 
which can never replace it." 1 

Since the business budget is a yardstick for the measurement 
of achievement it depends upon forecasting and prediction. 
The attainment of technological efficiency in production is not 
enough, for the successful business must relate technical goods 
to human demands. Forecasts of the future course of business 
are obviously far from simple. Forecasts of the trend of 
business in general need to be interpreted with great caution, 
and when we come to the case of a particular product or service 
the need for care is even greater. There should consequently 
be opportunity for revision of the budget as changing circum¬ 
stances render this necessary. 

The budget will be constructed from estimates which are 
prepared by the various departments. Indeed, there is no 
necessity at the outset, for the system to cover the whole 
business. It may be introduced experimentally in one depart¬ 
ment at a time. Clearly, however, a series of uncoordinated 
departmental estimates, which may be based on different 
assumptions, can be of little value. There must be co¬ 
ordination which may be the work of a specially delegated 
Budget Officer, reporting direct to the higher administration. 
Unless this is done, departmental heads may not appreciate 
the importance of the budget and fail to devote the requisite 
time and attention which the work demands. In any event, 
it is undesirable that he should be controlled by the head of 
any operating department such as, for example, the Sales 
Department, for this is almost certain to lead to a bias in 
policy. 2 In the case of a large business, however, a " Budget 

1 Industrial Management, p. 382. 

2 See A. W. Willsmore, Business Budgets and Budgetary Control , p. 162. 
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Committee " will almost certainly have to be set up. Its 
personnel will include the principal executives such as repre¬ 
sentatives of sales, production, accounting, research, and 
finance. By means of such a round table conference, each 
executive who puts forward a departmental estimate has to 
face criticism and to justify his figures by rational argument. 
It has been said that : “ Budgeting co-ordinates the plans of 
several branches of a business—buying and selling, manu¬ 
facturing and sales, development and capital requirements— 
and effects this co-ordination by a process of consultation 
between the various intelligences directing or substantially 
influencing the course of the business. Such consultations, 
moreover, are based not merely on judgment and impressions, 
but on analysed facts and concretely expressed intentions 
developed from such facts/’ 1 

It is impossible to lay down any hard and fast rule as to 
the length of the budget period. Different classes of expendi¬ 
ture have different “ natural ” periods, depending on the time 
which must elapse before the expenditure can be revised. In 
most systems of budgeting, however, no attempt is made to 
fit different budget periods to various classes of expenditure, 
but a single period is adopted for all, though as Professor T. H. 
Sanders points out, it is not necessary for any one concern to 
use the same period for all purposes. 2 In determining the 
" natural ” budget period for an industry, the same writer 
proposes two tests : first, what is the degree of general 
stability in the industry, since this will determine the length 
of time for which the management can predict with reason¬ 
able certainty. Secondly, what period must elapse before 

l H. Bruere and A. Lazarus, Applied Budgeting, p. 7. The following extract 
from a lecture given by Professor T. H. Sanders is an interesting illustration 
of the same point. “ Another controller of a subsidiary of one of our largest 
corporations, said, ‘ I have just sent off to our head office the budget of our 
company for next year. If, when it arrives at head office they never open 
the envelope but drop it in the wastepaper basket it will already have served 
its purpose and will have fully earned for the company all the cost involved 
in its preparation, because in making up the budget so much thought and 
discussion has taken place that our view^s and ideas are clarified about the 
problems of next year.* That is interesting because many people suppose that 
it is the subsequent checking up process by the officials which is important. 
Budgeting is, of course, a means by which managers can and do check up 
on those under them, but the prior planning is still more important.”—" Seme 
Questions of Cost Accounting Theory and Practice,” The Accountant, nth 
November, 1939, p. 516. 

' l Cost Accounting for Control, p. 436. 
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major policy changes can be expected to produce results P 1 

An investigation made by Management Research Groups in 
1933 collected some of the experience of budgeting by leading 
British firms. Light motor vehicle, rubber and confectionery 
firms indicated that a basis budget covering a complete 
year was possible, although some variation at intervals was 
necessary. Thus a confectionery firm reported that a Major 
Sales Plan was prepared early in December and covered the 
following year. A hosiery firm prepared an annual budget at 
the beginning of each year and divided it into two half-yearly 
ones, which were again divided into four-weekly ones. On 
the other hand, the heavy steel industries found a three- 
monthly budget the limit, and of that not more than two 
months could be regarded as really reliable ; the general custom 
was to re-budget every month for three months ahead. The 
difficulty was ascribed to “ hand-to-mouth ” buying by 
customers. In the Glass Industry, again, sales were budgeted 
quarterly but were subject to continuous revision. 2 

To sum up, the length of the period covered by the budget 
is neither easily determined nor constant in length. It is 
usually accepted that the shortest period for which a budget 
is worth preparing is the period of production. It is also 
generally considered that in the case of merchandising concerns 
the length of the turnover period is the one which must be 
adopted, though a very strong seasonality in sales allied with 
a seasonal displacement of buying, processing and selling, may 
necessitate the budgetary period being arbitrarily fixed at one 
year. If collections and credit practices are such as to add 
further to the displacement of revenue and expenditure curves, 
the necessity for current financing may shorten or lengthen 
the budget period. A chaotic or rapidly changing market may 
reduce the budget period because of a probable considerable 
inaccuracy after a few weeks. Any new business is likely to 
have a shorter budgetary period than an established concern 
because of the lack of adequate data upon which to base an 
estimate for a longer term. 3 

1 Loc. cit., p. 434. 

2 Petails from a paper “ Budgetary Control—A Review,” by R. Dunkerley, 
Proceedings of tlie Sixth International Congress for Scientific Management, 
1935 ’ 

3 Sce F. F. Burtchett, Corporation Finance, p. 529, Footnote. 
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The Sales Budget 

The starting point for any production planning must be an 
estimate of the market demand for what is to be produced. 
Upon this all else depends, such as the size of the plant which 
can be employed, the requirements of labour, and the stocks 
of materials. Finally, since sales are the primary source of 
cash receipts, such sales estimate is the foundation stone of 
financial planning. It must not be inferred from these state¬ 
ments that the Sales Department has the last word in the 
determination of policy. If this were allowed, “ in periods 
of booming business the plants might become much enlarged 
for temporary use only, or the production would be extended 
beyond its most economical point for the facilities in hand/' 1 
As already pointed out, budget making is a co-operative affair, 
but the logical starting point is clearly an estimation of demand 
for the output of the firm. The sales estimate, however, must 
satisfy a number of basic requirements :— 

1. It must be such as to achieve economic and balanced 
production in the factory departments—an objective which 
must become increasingly difficult to achieve as the range of 
products supplied by the firm increases. 

2. It must provide for a volume of sales sufficient to meet 
the minimum financial needs of the business. 

3. It must, however, be of a size which is within the capacity 
of the firm to finance, either from the resources now at its 
disposal or those which it can obtain at an economic price, that 
is, a price covered by the estimated receipts from sales. 

4. It must be such as will provide adequate stocks to meet 
the needs of consumers and distributors. This, of course, 
applies only to concerns producing in anticipation of consumer 
demand. 

In forming the sales estimate, two sets of people should be 
consulted. In the first place, there are the salesmen who 
perform the actual work of selling the products, and secondly, 
the sales manager and the other executives who are responsible 
for framing and carrying into effect the marketing policies of 
the business. Regional salesmen should certainly play a part 
in the making of the estimate inasmuch as they have special 


1 Burtchett, loc. cit., pp. 580-1. 
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knowledge of the areas in which they are operating. Moreover, 
when a particular individual has participated in framing an 
estimate, there may be a special stimulus to achieve the result 
predicted. Thus, Professor J. L. McKinsey urges that estimates 
should be prepared by the individuals responsible for the per¬ 
formance of the work, “ (i) because these individuals should 
best be able to make the estimates ; (2) because they will 
obtain the most value from making them ; and (3) because if 
they are required to make the estimates they will feel more 
responsible for the enforcement of the estimates/' 1 

At the same time, too much reliance must not be placed 
upon such salesmen’s reports, since they are peculiarly liable 
to be biased by over-optimism or over-pessimism. It will 
therefore be part of the duty of the senior sales executives to 
provide a corrective for this bias, and to supplement the 
information thus gained from the wider sources at their 
disposal. Their judgment will depend upon an analysis of the 
past performance of the firm as revealed in the internal sales 
records, supplemented by an analysis of markets in which the 
firm hopes to sell made in the light of the anticipated trend 
of business conditions over the period under review. 

It should be emphasized at this point that if the estimate 
is to be of any real value it should give the greatest possible 
weight to the potentialities of the market. Some writers, in 
discussing the method of compiling the estimate, appear to 
depend far too much on past performance. Others simply 
assume an arbitrary increase or decrease in sales on the previous 
year’s figures. “ To do this is not to distinguish between 
profitable and non-profitable products, or between increasing 
or decreasing demands. While it may be desirable for com¬ 
petitive purposes to continue such non-profit operations, it is 
not sound logic completely to ignore these differences when 
budgeting/' 2 Obviously, if the sales estimate is the basis of 
the whole system of budgeting, the value of the results must 
closely depend upon its accuracy. 

Here again we encounter the distinction between those 
industries which manufacture in anticipation of demand and 
then sell from stock, and those which produce to order, whether 

1 Budgetary Control, p. 37. 

2 Burtchett, loc. cit., p. 530. 
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for the final consumer or for the industrial market. In the 
first class of industry, sales forecasts can be more easily 
established from a consideration of fundamental trends in 
demand than in the second case. From the very nature of 
the businesses of the first type, decisions must be made for 
a considerable time beforehand, which requires that budgets 
must cover a relatively extensive period. As a result, 
difficulties are liable to arise through a failure accurately to 
anticipate demand, and as a consequence it is necessary to 
provide for changes in the product to meet altered conditions. 
A further difficulty is that of estimating the “ contingency ” 
reserve allowance which will be required to provide for unusual 
demands. Thus, in the previously mentioned investigation 
by Management Research Groups, a confectionery firm reported 
the following difficulties in this connection : [a) Estimating 
stocking and repeat sales of new lines and, to a lesser extent, 
repeat sales of existing lines ; ( b ) translating the effect of 
varying prosperity into area budgets ; (c) assessing the effect 
of the firm’s own advertising and of competition ; (d) inter¬ 
preting local preferences in a changing range of goods, and (e) 
assessing the effect of sales of new lines upon existing lines. 
Again, a patent medicine business reported that sales were 
very difficult to forecast as new lines were constantly being 
turned out and extensively advertised. Failures were not 
uncommon, whilst occasionally a product would experience a 
big demand. All of these factors complicate the work of sales 
budgeting though it may be noted that they relate to 
businesses where what may be termed " novelty ” lines are 
important. 

In businesses of the second type, and particularly those 
catering for the industrial market, while advertising can be 
of assistance in promoting sales and thereby making the budget 
estimates “ come true,” it does not take the same leading place 
in directing demand as in those industries catering for direct 
national consumption. Producers of capital goods follow 
rather than lead demand. As already emphasized, however, 
past experience is no safe guide to accurate dating of probable 
changes in demand, neither does it give any indication of the 
source of such demand. A knowledge of general trade 
conditions and of the state of order books must necessarily be 
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the main guide. As in such businesses, sales are often made 
first and the goods manufactured afterwards, budgets have to 
be revised at comparatively short intervals. 

In arriving at a Sales Estimate, it is natural to take as a 
starting point the trend of past results as revealed by internal 
business records, though these may require analysis and re¬ 
classification in order to reveal the required information. In 
virtually all figures recorded over a period of years the 
influence of three factors is generally present—seasonal 
variation, cyclical movements and the long-period or secular 
trend. By statistical analysis the first and last of these can 
often be calculated and removed from the original figures, 
leaving the purely cyclical fluctuations for comparison with 
the general business cycle. Regard must be had to the 
reactions which general industrial fluctuations are likely to set 
up in the industry to which the business belongs. The future 
trend which emerges in the light of all these factors should be 
checked as far as possible by an analysis of the potential market 
of the firm. This may involve the undertaking of a full-scale 
programme of market research. Finally, the whole estimate 
must be reviewed in the light of any innovations in policy 
which may be in contemplation such as price changes, 
modifications of the product, or the introduction of new lines. 

Market Research 

Market research may be broadly defined as an attempt to 
measure the magnitude and nature of a market. It has been 
said that it is “ the collection, analysis, interpretation and 
evaluation of data relating to (1) a commodity or service and 
its sales characteristics ; (2) all commercial processes through 
which it passes subsequent to its production ; and (3) its actual 
or potential consumption/' 1 It is concerned closely with the 
buying habits of consumers—the use which they make of 
their purchasing power. As a correlative of this, however, it 
is concerned also with the consumers' capacity to pay, that is 
to say, with estimates of the purchasing power available to 
groups of consumers classified in various ways. Again, it may 
be concerned with the agencies through which the buying 

Quoted by J. F. Pyle, Marketing Principles, p. 491. 
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public prefer to make their purchases—unit shops, depart¬ 
mental stores, and so forth, and thus it becomes an investigation 
of retail outlets or, as it is sometimes described, " dealer 
research/' 

By increasing the amount of knowledge at the disposal of 
the administration, market research improves the quality of 
competition. It can benefit a business undertaking in two 
ways. Firstly, it can be of assistance to the production side 
inasmuch as it gives information on the type of product 
favoured by the consumer. At the same time, it assists in 
the formulation of a more accurate estimate of the quantity 
of the product which is likely to be sold, the areas within the 
market where demand is likely to be greatest and, in the case 
of a product subject to seasonal fluctuations, the periods at 
which it is most likely to be needed. On the other hand, it 
may be employed to inform the Sales Department how best 
to induce the public to buy what the production department 
has already provided. It may be shown by what form of 
appeal consumers may be cajoled into buying the firm’s 
product rather than that of competitors. 1 Here a lead may 
be given in such matters as advertising, distribution and price 
policies. In practice, of course, these two uses of market 
research, though logically distinct, are usually combined, since 
the Sales Manager provides in part what the public wants, 
and partly persuades them to take what he has got. 

Investigations may be conducted by a business itself, though 
on account of the cost of a thorough-going inquiry, this will 
be feasible only in the case of a large unit. Alternatively, 
the services of outside specialists may be enlisted. It is 
probable that when research is undertaken by firms on their 
own account, all manner of practices masquerade under the 
name of “ market research.” It may be limited to information 
culled from a Government report dealing in general terms with 
the market situation in a given territory; or it may be based 
on a similar report prepared by a trade association and 
circulated to members. Again, it may consist of a report 
compiled by a member of the staff of the firm from miscellaneous 

1 From a social point of view, of course, it is activities of this kind which 
call into question the “ sovereignty of the consumer ” in a system which 
permits the development of devices for manipulating consumer demand, often 
by an appeal to irrational arguments. 
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information garnered promiscuously by travellers and agents, 
and therefore of uncertain and questionable accuracy. 
Admittedly, none of these sources can be ignored in the 
general quest for market data, but in no circumstances can 
any of them take the place of a specially conducted market 
survey planned to meet the specific needs of an individual 
manufacturer. 

Market research can make use of a diversity of information, 
though not all of this can appropriately be collected through 
the same channels. The individual business undertaking can 
normally only finance research the results of which are 
immediately applicable to policy. It is likely, therefore, to 
investigate such matters as the extent of the present usage 
of a particular commodity, the brands marketed, and the 
reasons governing preferences for particular lines, the class 
of dealer from whom the consumer buys, and similar matters. 
In addition to these questions, however, there are wider 
problems of interest to the industry in general which may be 
studied through a trade association. In many such cases, 
outside expert advice is desirable, such as that which can be 
supplied by a University research organization. Thus, Mr. 
Frederick Brown suggests that two types of investigation are 
particularly appropriate in such circumstances, research “ into 
techniques, and into the fundamental nature of the consumer 
market.” 1 Finally, certain work calls for the resources of a 
Government Department, the most notable example being the 
holding of a Census of Distribution. 

When employed by a firm, market research may take the 
form of a field investigation for the purpose of ascertaining 
the buying habits of consumers in relation to the firm's product. 
On the basis of a relatively small sample, it will aim at obtaining 
information on buying habits which are representative of the 
area under survey. The organizers of the research are there¬ 
fore confronted with a double problem—that of ensuring that 
the sample is truly representative, and that the people who 
are questioned supply accurate information. For reasons of 
economy and speed, only a limited number of cases can be 
investigated and this fact must be borne in mind when 
generalizing the results. The selection must be random—a 

1 Some Modern Business Problems, p. 115. 
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questionnaire on Prohibition distributed at public houses or 
temperance clubs would be unlikely to produce representative 
results. Regard must be had, too, for regional variations in 
demand. An investigation which was confined to London 
would not reflect opinion over the country as a whole. 

Great care will be needed in drafting the questionnaire 
which should not be overloaded with questions. The replies 
should be capable of being recorded simply and concisely so 
that they lend themselves to statistical tabulation and study 
for the purpose of the report on the investigation. Leading 
questions which suggest particular answers must be rigorously 
avoided if the inquiry is to be anything other than a waste 
of time and money. In assessing the accuracy of the replies, 
difficulty may be experienced because of a reluctance of many 
people to admit certain facts or because of a tendency to make 
exaggerated claims. " An investigation among men as to 
whether they read the ' Women Only ' page in their daily 
paper ; among middle-class homes as to whether they had 
sardines for tea, would both give results which greatly under¬ 
estimated the true facts/’ 1 The same difficulty is likely to 
be experienced in connection with estimates of quantities 
consumed, particularly in the case of the more expensive types 
of articles. It is here that the introduction of the question¬ 
naire by the personal interview appears to be advantageous, 
for the interviewer can check the accuracy of the answers by 
supplementary questions and by his personal impressions. 
The method of the personal interview is, of course, much 
more expensive than the postal inquiry, though it must be 
remembered that a considerable proportion of postal question¬ 
naires will remain unanswered. 

One important aid to market research which is so far 
completely lacking in Great Britain is a Census of Distribution. 
The deficiency can, of course, be made good only by the 
Government itself, and up to the outbreak of the Second 
World War, the British Government had rejected all proposals 
for such a venture. It is proposed to hold a full Census 
of Distribution in 1950 whilst the Statistics of Trade Act, 
1947, which authorizes such a Census, also provides for a pilot 
census for the purpose of gaining experience so as to enable 

X P. Redmayne and H. Weeks, Market Research, p. 87. 
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a full-scale census to yield the maximum of information with 
the minimum of inconvenience to business men. 1 There is a 
certain amount of opposition to the project amongst business 
men on the score of the danger of revealing confidential 
information, the risk of false conclusions being drawn from 
the material, and on the ground of excessive cost. 2 

A Census of Distribution is an attempt to establish for any 
given country the exact statistical facts as to the various 
enterprises engaged in distribution as opposed to manufacturing 
activities, including the distributive activities of producers. 
The Census seeks to establish adequate statistical information 
on such points as the number of establishments engaged in 
distribution by categories and by localities ; the value of their 
business in total and by types of products ; their costs of 
operation ; the tendencies to be observed in the general 
structure of distributive activities and the channels through 
which goods and services reach the consumer ; and the volume 
of effective consumer demand by localities, and its distribution 
over various types of products and services. 

Any manufacturer who desires to plan his sales scientifically, 
to set just quotas to his salesmen and to secure that his sales 
effort in every locality reaches a practicable remunerative 
maximum, would find a Census of Distribution a mine of 
information which would enable him to substitute facts for 
guesswork in every aspect of his distributive operations. It 
is a primary feature of an effective survey of distribution that 
it enables the manufacturer to calculate in advance the 
probable results of any given policy. If, for example, he is 
contemplating adding a new line, he can ascertain how many 
wholesale and retail outlets there are in his domestic market 
through which that commodity is actually being distributed, 
their size, their volume of business, their sales per head of the 
population, and so on. Thus he can determine in advance 
the number and kinds of outlets which exist, which of them 
are doing enough business to be worth his consideration, and 
how best they may be approached. 3 

An example of market research applied to the distribution 


1 Such a pilot census was held in 1948. 

2 Report of the Census of Distribution Committee, Cmd. 6764, pp. 5-6. 

3 See Manchester Guardian Commercial, 19th April, 1935. 
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of a new product is provided in “ Black Magic ” chocolates, 
manufactured by Rowntree & Co., Ltd. A very exhaustive 
research was made as to the extent of the market for assorted 
chocolates ; competition to be met; consumer requirements 
with regard to assortment, packing, price, etc. Examination 
was made of sweets already on the market in this country, 
the United States of America, and certain European countries. 
Experimental varieties were then made and tested by “ tasting 
panels.” The successful sweets were tested against competing 
products, and finally an assortment of twelve varieties was 
chosen. Then packings were tested—colour of box ; how this 
would stand out in display ; what the consumer preferred in 
the way of internal packing. Finally, a black and white box 
design was perfected ; the internal packing was made as simple 
as was consistent witli the safety of the chocolates in transit. 
Price was then decided and marketing and advertising started. 1 

Budgeting Raw Material Purchases 

The control of raw material stocks presents a problem of 
considerable importance for every manufacturing business. 
There is the direct cost of the working capital which these 
stocks represent, and the indirect burden of deterioration, the 
provision of storage space and of supervision. Closely 
associated with all this is the problem of where to buy supplies 
of any given material. On the basis of a sales and production 
budget, however, it becomes possible for the official in charge 
of purchasing to take a longer view and to plan his policy 
accordingly. The Materials Budget is an instrument which 
enables the Purchasing Department to lay plans to secure 
materials by the time they are needed for production. It 
also assists the Finance Officer in planning the scale and timing 
of disbursements. 2 Advance planning of material stocks is 
most easily done in the case of mass-production and “ con- 
tinous process ” industries. Assuming reasonable stability of 
operation over a period—and such trades are almost out of 

^ee " Concrete Examples of the Application of Scientific Management to 
Distribution Problems in Manufacturing, Wholesaling and Retailing,” by the 
Advertising Association of Great Britain. Proceedings of the Sixth Inter¬ 
national Congress for Scientific Management, 1935. 

2 J. L. McKinsey, Budgetary Control, p. 145. 
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the question in its absence—then raw material stocks can be 
calculated as to quantity and type with a high degree of accuracy. 
Even in the manufacture of individual products, however, 
there is a fairly stable relationship between the total volume 
of business and the requirements for the chief raw materials, 
so that reasonably accurate forecasts are possible. “ A cable¬ 
making company, for instance, has found that, although the 
nature of the various cables handled varies considerably from 
year to year, there is a reliable ratio between the shop cost of 
total output and requirements for copper, lead and insulating 
materials, so that the raw materials budget can be prepared 
successfully on this basis/’ 1 

In the case of raw material stocks, the first problem is 
concerned with the decision as to what to stock. It will 
usually be quite out of the question to hold stocks of every 
material or part which may be called for, and consequently, 
those things most frequently in demand must be held. Too 
wide a range of stock will obviously decrease the rate of stock 
turn, increase the difficulties of stock-keeping, lead to the 
accumulation of obsolete and sub-standard stock, with a 
consequent rise of expense. It may be argued that a wide 
range of stock is necessitated by the requirements of consumer 
demand and in this respect undoubtedly the problem will be 
more acute in some trades than in others. Frequently, how¬ 
ever, it may be found that certain lines of business which lead 
to stock diversification are not worth having if cost is carefully 
balanced against revenue. Thus, the first decision is one of 
policy, namely, the number of lines of materials which should 
be stocked, and the criteria which must be applied before this 
number can be varied. Outside of this range, if orders are 
booked involving other materials, resort may be had to special 
orders for the exact amount required. This will involve extra 
expense per unit purchased in many cases, and this increased 
cost will have to be borne in mind in booking the order. 

After this decision has been made, the next step is to settle 
the question of minimum and maximum stocks of each line. 
The minimum stock held must depend upon considerations 
such as the following— 

1. The rate of consumption. 

*A. W. Willsmore, Business Budgets and Budgetary Control, p. 67. 
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2. The time required to secure delivery. 

3. The reserve stock deemed necessary for contingencies. 
This will call for the balancing of the cost of holding the extra 
stock against the cost to the business of a temporary failure 
of supplies. 

The question of maximum stock is a matter involving the 
amount of storage space available, the durability of the 
material and the question of economic buying quantities in 
relation to the amount of capital which the entrepreneur 
proposes to lock up in this form. Once these matters have 
been settled, the observation of the limits becomes a matter 
of routine. The process of ordering should not, however, 
become mechanical; when the intimation comes from the 
stores that the minimum stock is being approached, ordering 
should take place in the light of the budget estimate—which 
may involve an order less than the permitted maximum. 

Production Budget 

The sales estimate, when completed, will show the volume 
of each line of product which is expected to be required, period 
by period. With this before them, the production executives 
must decide what the programme involves in terms of factory 
output. In the first place, an estimate must be made of the 
facilities of plant and labour which will be needed in order to 
give effect to the plan, and the probable cost of operations 
must be established. Secondly, a detailed system must be 
worked out to obtain deliveries from the factory by the date 
on which the Sales Department requires the output. The 
proposed programme may be such as to call for the installation 
of additional equipment. If this is the case, however, anything 
in the nature of durable equipment can be justified only in 
the light of long-term considerations. An increase in demand 
which is likely to be merely temporary in character must be 
dealt with in some other way or, possibly, even allowed to 
remain unsatisfied. As a rule it will be unnecessary to resort 
to this last course, and a solution may be found along one or 
other of the following lines:— 

1. By putting work out to sub-contractors during the 
" peak ” period. This may not be possible either because the 
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necessary outside facilities do not exist or because it is 
undesirable for reasons of business strategy. 1 There is also 
the possibility that such work may be undertaken at a loss 
because of the terms on which the sub-contract has to be placed. 

2. By overtime or double shift working during the period 
of heavy demand. This may sometimes be ruled out on the 
ground of cost; though if the maintenance of goodwill is 
important the firm may decide that this extra output is worth 
while, even though it involves sales “ below cost." 

3 By the accumulation of stocks in slack periods against 
the time of “ peak" demand. This may not be feasible 
because the article must be currently produced as in the case 
where it is perishable, costly to store, or made to a special order. 

This type of difficulty arises in an acute form in an industry 
subject to marked seasonal variations in activity. By means 
of the budget it may be sought to co-ordinate production with 
demand, so that output fluctuations occur. This may be done 
when the employment of the factors of production can be 
quickly adapted to variations of output. Usually, however, 
the aim will be to secure a steady manufacturing load through¬ 
out the year and allow the burden of fluctuations to fall on 
stocks. The incentive towards this type of solution is most 
marked when the business is subject to heavy fixed charges 
which cannot be modified in any short period. Such a policy 
is pursued in respect of photographic materials by Kodak 
Limited, which builds up stocks against the heavy demands 
of June, July, and August. The Boots Pure Drug Co., which 
experiences a heavy seasonal demand for certain of its products, 
follows a similar production policy. To adopt this policy may 
be out of the question because, in the first place, the raw 
material may be seasonally produced and have to be handled 
when available, as in the case of the canning and preserving 
industry. Secondly, there is the obvious case where the product 
is perishable, and the closely analogous one where it is subject 
to the dictates of rapidly changing fashion. It may be noted 

■•For instance, there may be a fear lest the fact that the work was not 
undertaken by the principal contractor comes to the notice of the customer 
who concludes that the firm cannot undertake such work and is reluctant 
to place future orders. Prejudice may also be created in the mind of the 
customer who may feel that he is paying a price which includes a ” double 
profit." 
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that the above examples of photographic materials and drugs 
relate to goods which are relatively standardized, whilst the 
firm concerned controls a considerable proportion of the market. 

In the fashion trades, production for stock is extremely 
risky, but the difficulty may be met in some cases where 
components and, spare parts, unaffected by fashion, can be 
manufactured for stock, as is done for instance, by some firms 
engaged in the ^production of private cars. A somewhat 
similar difficulty is found in “ special order ” industries whose 
goods are made to customers' specifications. Here, too, com¬ 
ponents may be standardized and produced ahead of demand. 

Another method of dealing with the situation in a seasonal 
industry is by making more than one product so that the 
demands dovetail and give steady working. Examples were 
given in an official report issued shortly before the First World 
War. “ The more competent and thoughtful employers 
endeavour to overcome the natural fluctuations of the seasons 
by superior organization. With the manufacture of jam and 
marmalade they combine the making of sweets and the potting 
of meats. They thus occupy the time of the majority of their 
employees. An artificial florist, employing over two hundred 
girls and women in a trade which occupies six months out of 
the year, has introduced a second trade, the preparing of quills 
for hat-trimming and now the workers are employed all the 
year round." 1 

Again, Mr. C. T. Saunders 2 cites the case of a large firm in the 
tailoring trade, connected with retail outlets, which reduced 
seasonal fluctuations by the following production time-table :— 


SEASON 

August-Sept ember 
September-March 
March (before Easter) 
to June (Whitsun) 
June-August 

Steadily all year 


CHIEF LINES OF PRODUCTION 

Overcoats, sports-coats. 

Ready-made suits. 

Bespoke suits. 

Tweed trousers, overcoats, bespoke 
suits (fewer). 

Flannel trousers. 


1 “ Cost of Living of the Working Classes," Cmd. 3864, p. 284, quoted by 
Professor Pigou, The Economics of Welfare, p. 503. 

2 Seasonal Variations in Employment. 
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The International Harvester Company in the United States 
attempted to balance out demand by a policy of diversification. 
Originally it produced mowers, reapers and binders, which 
were employed only during harvest time, and caused production 
to be limited to nine months of the year. A study of new 
types of agricultural equipment enabled the firm to add to its 
range of output a number of lines having different periods of 
demand. The building up of an export business assisted this 
levelling-up process, since home market changes and overseas 
market changes in demand seldom occur at the same time. 1 


See Manchester Guardian Commercial, 18th June, 1931. 



CHAPTER 10 


THE ADMINISTRATION OF LABOUR 

The selection and handling of staff is obviously a matter of 
considerable importance in the administration of a business, 
since the result must have a considerable influence upon costs 
of operation. 

Labour and Costs of Production 

The effect likely to be produced by any given person must, 
of course, depend upon his position in the organization—a 
mistake in the selection of, say, an office boy, is limited in its 
effects and is easily rectified, but an error in the appointment 
of a works manager is obviously quite a different proposition. 
It is possible for appointments to be made in a business for 
reasons which have nothing whatever to do with its efficiency, 
so that, in such circumstances, if the salary of the assistant 
sales manager were correctly described in the accounts, it 
might appear as " dowry of the managing director's youngest 
daughter." Obviously, to employ an unqualified person merely 
for sentimental or nepotistical reasons is merely to increase 
unnecessarily the costs of production of the output of the firm. 
The position is usually aggravated by the fact that this abuse 
most frequently involves higher appointments where the 
capacity for harm, and the adverse effects upon costs are 
greatest. Again, where the best positions are known to be 
earmarked for a family group, enterprising " outsiders " are 
likely to be deterred from entering, thereby creating a shortage 
of new blood where there is often an urgent need for it. 1 

The disadvantages of increased costs arising on this account 
may have no particularly serious consequences for the business 
if competition is not severe, as where, for some reason or other, 
the concern has a monopolistic advantage. In such a situa¬ 
tion, the consumer has to bear the burden of inefficiency in 
the form of higher prices. In somewhat similar circumstances, 

x See D. L. Burn, The Economic History of Sieehnahing, p. 298 et seq. 
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too, the entrepreneur may pay wages which are higher than 
the prevailing market rate—a fact which may enable him to 
pose as a kind of philanthropist, and to reap the benefit of 
the consequent publicity. In such circumstances, the extra 
wages might appropriately be considered as an addition to 
advertising expenditure. 

The payment of wages over the market rate may, however, 
be no indication whatever of philanthropy, because the higher 
rate may enable the employer to secure the pick of the labour 
market and to reject the relatively inefficient. Part, at any 
rate, of F. W. Taylors system of “ scientific management ” 
owed its success to this fact. Moreover, as Dr. J. R. Hicks 
has pointed out, 1 much depends upon the ability of employers. 
If an employer is of superior ability as compared with others 
in the same industry, he can offer higher wages for good 
quality labour since he can make good use of it. But for an 
employer of less ability to attempt to do the same thing would 
be to court disaster. 

When a business engages the wrong type of people to fill 
vacancies on the staff, the real cost of labour to the firm is 
increased not merely on account of their poor performance, 
but also through the necessity for continual changes and the 
dislocation to which these give rise. These changes in per¬ 
sonnel are often described as labour turnover or labour wastage. 
Activity in labour turnover would be a feature of a competitive 
labour market, for it could mean that employees were quickly 
availing themselves of better openings for their services and 
employers were actively seeking more efficient workers. In 
practice, however, while an employer wishes to be able to pick 
and choose when engaging workers, he has often an interest 
in trying to keep many of those which he already has, and he 
may even deem it worth his while to keep a somewhat less 
efficient worker in order to avoid the cost of change. 2 This 
feeling is perhaps most marked in connection with posts of 
high responsibility, but it applies in some measure throughout. 
In like manner, the worker does not readily change from one 
employer to another of his own volition unless the costs of 

1 Theory of Wages. 

2 This tendency will be accentuated in practice by the difficulty of assessing 
the capabilities of an unknown applicant. 
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movement are slight as where, for example, he can take a new 
job without changing his home. 

Labour turnover in a competitive market should tend in 
the direction of greater efficiency and the attainment of 
equilibrium. The type which occurs in practice would not 
appear calculated to produce either of these results since it is 
caused by errors which both parties are likely to continue to 
repeat. The extent of labour turnover varies considerably 
from one concern to another. A rough measure is the ratio 
between the number of operatives who leave the concern in 
a given period and the average number employed in that 
period. An investigation covering ten factories made by the 
Industrial Health Research Board for the year ending June, 
1941, showed a variation of from 14*7 to 84*2 per cent. 1 These 
figures were affected by war-time influences, but an investi¬ 
gation undertaken in 1937 by the National Institute of 
Industrial Psychology among firms in London and Leeds 
revealed an average wastage of 36 per cent per annum among 
women and 13 per cent per annum for men. 2 Separations 
may occur either through dismissal by the employer or by 
workers leaving of their own accord. The war-time investi¬ 
gation quoted above shows that the latter was the principal 
source of labour wastage. 3 Many of the factors involved in 
causing this labour turnover were peculiar to war conditions 
such as the employment of women unaccustomed to factory 
work, difficulties of meals and of transport, but one of the 
causes given has a more permanent application, namely, “ the 
inadequate supervision of new T workers/* 

The cost of labour turnover to the firm includes any expense 
of training together with the loss due to subnormal output 
while this training is taking place. To the extent that a great 
deal of wastage occurs before this process of training is complete, 
the full expense of replacement is not incurred in every case. 
There is also the factor of spoiled work, which may embody 
the work of others besides that of the new hand. There are 
no particularly reliable estimates of the cost of labour turnover, 

1 Hours of Work, Lost Time and Labour Wastage, Emergency Report, No. 2, 

p. 24. 

2 Occupational Psychology, Vol. XII, 1938, pp. 196-214, 257-270. 

3 A similar conclusion is reached by Mass Observation in its Report, People 
in Production, Penguin Edition, p. 86. 
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figures varying from £2 to £50 per worker being quoted, and 
evidently the cost will vary considerably from one industry 
to another. 1 In this connection, it will evidently be to the 
advantage of an employer to check turnover as much as 
possible when his own methods are specialized and differ from 
those employed by other firms in the same industry for in such 
circumstances the cost of training replacements may be heavy. 
It should be noted, however, that the greater this difference 
in method, the lower is likely to be the mobility of the 
labour force employed by him. Turnover will have to be high 
where the firm experiences marked seasonal fluctuations in 
activity, except in the case of “ specialist ” staff which may 
have to be treated as a “ fixed ” investment. The greater 
the proportion of the staff which has to be treated in this way, 
the greater will be the incentive to the firm to adopt a policy 
to deal with such fluctuations. 

The Personnel Department 

In a business of any size, matters relating to staff selection 
and management will have to be delegated. A decision will 
therefore have to be taken on whether departmental managers 
shall have complete power in recruiting and dismissal of staff, 
or whether this work shall be centralized in a Personnel or 
Staff Department. The advantages of centralization will be, 
first, to relieve the heads of departments of the burden of staff 
selection, leaving them free to concentrate on a narrower field 
of activity and, second, to obtain the benefit of the full-time 
work of specialists. If a Personnel Department is established, 
this is likely to lead to a reduction of nepotism and the setting 
up of more objective criteria in making appointments. More¬ 
over, as Professor Plant has pointed out : “ The medium-sized 
firm may be able, with a reasonable degree of precision, to 
define the qualities of labour that it needs, but the market in 
human effort is not yet so well organized that the qualities of 
workers offering themselves for employment can be accurately 
and expeditiously tested except by specialists.” 2 

The object of grading from the point of view of the use 

1 Sce Professor Florence, Economics of Fatigue and Unrest , p. 141. 

2 Some Modern Business Problems , p. 22. 
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a commodity or service is to assist him in making his selection, 
so that he may know, with the minimum expenditure of time 
and trouble, what he is buying. The classification and grading 
of labour from the point of view of an employer is just as 
important as the accurate grading of commodities. 1 The 
grading of personnel of certain types may be done for the firm 
by an organization representing the suppliers of labour—a 
trade union. The guarantee of the competence of the labour 
so provided, however, may amount to little—often, indeed, 
merely that the persons concerned have undergone a period 
of training and are still " recognized ” members of the union. 
The shortcomings of the method may be illustrated by an 
example from the building industry. A man may get taken 
on as a "brush hand" and, after gaining some experience, 
get a skilled worker to propose him for membership of one of 
the painters’ unions. As soon as he has been accepted and 
paid his subscription, he is ranked as a skilled man entitled 
to the appropriate wage. 2 Clearly, grading of this sort is 
valueless. 

The firm may be obliged to obtain the supply of labour 
which it needs from one particular source—that is, it cannot 
recruit and train a supply of "black-leg " labour independently, 
without incurring serious consequences for itself. 3 In such 
circumstances, union grading may be a positive disadvantage, 
as when the union insists on the exclusive right of its members 
to a certain class of work and will permit it to be done by no 
one else. On the other hand, though probably less frequently, 
it may refuse to allow its members to do anything outside of 
a predetermined range of work. In such circumstances, the 
re-grouping of tasks, which may be desirable from time to time 
in the interests of greater efficiency, is impeded or entirely 
prevented. On top of this, in the case of labour, the firm may 
suffer from the conflicts of rival grading authorities, when 
different unions lay claim to the same type of work. " Demar- 

141 Upon proper classification depends the efficiency of recruitment, the 
possibility of creating a rational promotion system, and the equitable 
treatment of people working in different departments.” H. Finer, The 
Theory and Practice of Modern Government , Vol. II, p. 1362. 

2 See Are Trade Unions Obstructive ? Ed. John Hilton and others, p. 20. 

a This is done occasionally by ” non-union ” shops which must usually 
employ nothing but non-union labour since the union forbids its members 
to work with outsiders. 
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cation ” disputes are examples of grading which operate to 
the detriment of the firm. 

The grading of personnel may be said to take place by an 
impartial process, to a certain extent, through the educational 
system. It is certified by an education authority that 
individuals have received a certain background of training in 
which they have attained recognized standards of proficiency 
as revealed by examination. The process cannot be described 
as satisfactory for a number of reasons. In the first place here, 
too, there are often rival “ grading ” authorities with different 
standards. Again, business men cannot always be persuaded 
to adopt the right criteria in judging the results of the system. 
Further, a satisfactory background of theory does not invariably 
imply satisfactory application in practical life. 

If, however, the grading of labour is undertaken by the firm 
itself, it will adopt a scheme which will suit its own purpose 
asa" consumer ” of labour. It will be concerned not so much 
with the occupational functions performed by the worker, as 
is the trade union, but with the mental qualities and experience 
of the individual, and his general efficiency in the discharge of 
the work allotted to him. The object will be to start from 
the rough-and-ready grading of the agencies referred to above, 
and to select according to criteria laid down by the firm. Such 
is one of the major functions of the Personnel Department. 

The existence of such a department, however, raises the 
question of the relations between it and the labour-using 
sections of the business. It has been said that " The functions 
of a personnel officer can briefly be defined as those of a 
specialized adviser to the management, supervisors and foremen 
on all questions affecting relations between the workers and 
the management/’ 1 It is clear that there must be some 
division of responsibility between the operating department 
and the Personnel Department, and that supervision and 
direction of the actual work must be in the hands of the former. 
Moreover, too much power must not be vested in the hands 
of the Personnel Department, so that the chief executive can 
override completely the wishes of other departmental heads. 
Thus, the specification of the qualifications needed should 

1 Third Report of the Select Committee on National Expenditure, Session 
1942-43, H.C. 19, p. 13. 
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rest with the department needing the labour, for those in 
charge of this department are, after all, responsible for 
obtaining results. The onus of providing the requisite number 
of people with these qualifications rests, however, with the 
Personnel Department. There are, however, complaints that 
the fault often tends to lie in the other direction and that the 
status of the Personnel Manager is unsatisfactory. In an 
investigation conducted by H.M. Inspectors of Factories, about 
one-half of the Personnel Managers had no direct access to the 
directorate of their firms, but had to present their plans and 
make their recommendations through someone else, generally 
the Works Manager. 1 

The difficulties in deciding the division of responsibility are 
especially evident in determining the placing of the right of 
dismissal. It may be that the last word rests with the 
Personnel Department, but it is evident that an impossible 
position will be created if the latter can insist that a man be 
retained after he has been recommended for discharge. Thus, 
whether the ground of complaint be technical incompetence 
or breaches of discipline, the department is practically com¬ 
pelled to support the decision given in the operating department 
unless this latter obviously infringes the principles of justice. 
In some cases, however, a departmental manager can request 
the removal of a man from his department, but the Personnel 
Department has the right, at its discretion, to give him a 
further trial elsewhere. 

There is also the question of the range of appointments to 
be covered by the Personnel Department. Its work may be 
limited to the filling of subordinate positions which are capable 
of ready definition and where selection can be reduced to a 
matter of routine. In any case, a ruling must be given 
regarding the level at which its authority ceases. There seems 
no reason, however, why the machinery and experience of the 
department should not be used, in a purely advisory capacity, 
to assist the Managing Director and the Board in making the 
higher appointments. 

The Personnel Department exists for the purpose of carrying 
out the labour policy of the business as laid down by the 

1 Annual Report of the Chief Inspector of Factories for the year 1943, 
Cmd. 6563, pp. 57-8. 
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Board of Directors. Such matters as promotion policy, 
pensions schemes, retirement policy, and the like, will be 
settled by the higher control—probably on advice given by 
the department. The most suitable methods for implementing 
such policy will be worked out by the department. 

Selection of Staff 

The starting point of the work of the Personnel Department 
is to provide the operating departments of the business with 
an adequate supply of labour of a suitable type. In Great 
Britain in the inter-war period at all events, for a wide range 
of occupations this problem presented little difficulty, since 
the presence of widespread unemployment provided an ample 
basis for selection. Yet, even in this period, the “ hunt for 
labour ” was a problem in some industries at a time of seasonal 
activity, as in the motor industry and in some sections of the 
armaments industries after 1937. Developments since 1939 
completely altered the emphasis and, outside the area covered 
by the Essential Work Orders, the search for labour became a 
very real problem. Moreover, in the conditions now prevailing 
in British industry, this aspect of the work of the Personnel 
Department will continue to occupy a prominent position. 

The range of choice open to the Personnel Department will 
be improved by anything which tends to increase the mobility 
of labour. This may occur because of a lowering of the real 
costs of movement to the worker as when transport costs fall 
and the risks of movement to the worker are lessened by a 
growth in the volume of information about opportunities for 
employment. Secondly, mobility may be improved, not 
because of a lowering of real costs, but because part of these 
is borne at public expense. A prominent example of this is 
the development of the system of labour exchanges, which 
perform the dual function of “ placing ” workers in jobs and 
of acting as a recruiting agency by means of which employers 
more easily find the workers they require. In certain 
countries, indeed, the development of the public employment 
offices has been due rather to shortage of labour than to 
unemployment. 1 A further example is provided by the 

J See Employment Exchanges, I.L.O. Studies and Reports Series C, No. 18, p. 2. 
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proposed training benefit for persons capable of and available 
for work who need, for one reason or another, to find a new 
means of livelihood. 1 

Given a supply of applicants for jobs, the next problem is 
to devise a method of selecting the most suitable. For this 
purpose, a considerable range of methods exists the value of 
which varies widely according to circumstances. Thus, we 
should expect that the methods suited to the selection of 
factory operatives would differ from those employed in the 
case of administrative staff. The traditional method of 
engaging factory labour, when the matter rests in the hands 
of a foreman, is to take workers “ on trial ” after a perfunctory 
examination of credentials and a brief cross-examination 
regarding industrial experience. Superficially, this is an easy 
and cheap method, and may, indeed, be completely adequate 
for many purposes, but closer examination shows that it can 
be extremely expensive. The benefit of the centralized 
Personnel Department is obvious in such a case. “ Selection 
is the chief duty of the employment manager ; it is the 
occasional and casual act of the foreman.” 2 None the less, it 
is probably sound practice for the foreman to be associated in 
some way with the decision made by the Personnel Department 
so that he may feel a due sense of responsibility for those 
engaged to work in his department. 3 

There is a disposition in some quarters to urge that con¬ 
siderable reliance in selection should be placed upon advanced 
psychological techniques. It is claimed that, by means of a 
series of tests designed to suit the particular job, it is possible 
to determine scientifically whether a given applicant will be 
likely to “ make good ” or not. Tests are legion and a 
considerable literature, mostly of questionable value, has 
grown up. As one writer has said : “ Possibly there 

is no vocation known to man for which somebody has not 
claimed to have discovered some highly valuable system of 
tests. In fact, the number of vocations or jobs, for which 
reasonably accredited tests at present are available is dis- 

1 See Social Insurance and Allied Services, Cmd. 6404, para, 349, p. 135, and 
Social Insurance , Part I, Cmd. (>550, p. 18. 

2 j. D. Hackett, Labour Management, p. 77. 

3 G. R. Moxon, “ The Growth of Personnel Management in Great. Britain 
during the War," International Labour Review, December, 1944, p. 719. 
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appointingly small/' 1 This is not to say that all the methods 
evolved by the industrial psychologist are useless, but they 
must not be regarded as anything like a complete and fool¬ 
proof solution to the problems of selection. It must be added, 
too, that reputable investigators would never dream of 
advancing claims of this sort for the tests which they use. 

Selection may be made on the basis of a competitive 
examination, as is the custom in the British Civil Service in 
the appointment of clerical staff. For the lower posts in 
industry and commerce, this method is generally a good one, 
especially where it is desirable to test the standard of general 
education. The same considerations apply to positions calling 
for special knowledge, though in this case the testing may best 
be done by an outside examining body, such as a University or 
a professional association, and in this case the firm's choice 
will be limited to candidates presenting recognized qualifica¬ 
tions. There will, however, be certain posts, particularly in 
the higher ranks of a business, where the method of the 
competitive examination could not be expected to give satis¬ 
factory results. 

Special posts of this type may be made the subject of 
advertisement, but if this is done a careful sifting process will 
be necessary, since a large number of completely unsuitable 
people will be likely to apply. Not infrequently, this process 
is unsuccessful and a poor selection is ultimately made. It has 
the merit, however, of being a useful method of forcing those 
responsible for making the appointment to consider possible 
outside men and not to confine their attention solely to those 
who are already employed in the business. If superior people 
are available outside the business, then a failure to employ 
them must mean that they are free to increase the efficiency 
of rival firms. Thus, it may be a standing rule that, for a 
specified type of post, public advertisement must be made and 
members of the staff must apply with outsiders. As opposed 
to this view, of course, there will be pressure from those 
inside the business who consider that vacancies should be 
filled by promotion and who are antagonistic to the introduction 
of outsiders. This feeling cannot altogether be ignored, since 
dissatisfaction with what is deemed to be an unfair policy will 

*F. C. Bartlett, “ Psychology After the War,” Agenda, February, 1944, p. 3. 
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be lively to cause inefficiency and slackness. This can be met 
to a great extent, however, by adopting a consistent policy 
in the matter. 

Applicants responding to advertisements will undergo the 
preliminary sifting process mentioned above and the likely 
ones will be segregated for further investigation. For very 
important jobs, it is possible that some of the applicants 
will be known personally to those responsible for the selection, 
but even so, and still more in those cases where applicants are 
unknown, some process of verifying their claims and obtaining 
an opinion on their merits from a responsible person is essential. 
This may be done by means of testimonials but it is well 
known that these are often of little value. Testimonials are 
not always given by the right people, they do not always give 
information on the right subjects, whilst those who give them 
are rarely prepared to express themselves with complete frank¬ 
ness in a document which is seen by the person to whom it 
refers. On this account, references are usually the more 
reliable since they can be followed up and replies, given in 
confidence, are likely to be more frank, whilst specific questions 
can be asked on matters which are judged to be of the greatest 
importance. In this connection, the referee may be required 
to complete a questionnaire, but where this is used, it should 
not be too detailed. 

Promotion Policy 

As already indicated in the last section, it is desirable, as 
far as possible, in the case of the more important appointments 
in the firm, that a search should be made outside for fresh 
talent. In conflict with this is the expectation of subordinates 
that, in due course, as vacancies in the higher ranks occur, 
their claims will be considered. Promotion has the advantage 
that the qualities and weaknesses of a person who is already 
on the staff are known, whereas the outsider is a completely 
unknown quantity. Up to a point, the problem is perhaps 
simpler in the large firm which employs staff in sufficient 
numbers to make it feasible to grade them. If such grading 
is undertaken, promotion may be possible as a recognized 
practice within a grade, though promotion from one grade to 
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another, while not excluded, may occur only in exceptional 
cases. In the small business such grading may well prove 
impossible; completely different qualities may be needed to 
pass from one post to the next higher, so that a satisfactory 
promotion policy may be out of the question. 

Selection for promotion may occur at the complete discretion 
of superiors without being based on any set or obvious prin¬ 
ciples. " There is a certain ruthlessness exercised by both 
employers and employed. The employer wants the best person 
at the top, and the worst at the bottom, and the immediate 
index of the rightness of choice is the profit and loss account.” 1 
This is apt to give little satisfaction to subordinates who are 
prone to impute the worst motives to those making the 
arbitrary choice. A second possibility is to promote solely on 
grounds of seniority. There is a great deal to be said for this 
method for it appeals to the ideas of “ fairness ” of large 
numbers of people. “ To the older people seniority is a defence 
against the newcomer ; to the bulk of men and women who 
are not ready to run the risks of their avowed belief in them¬ 
selves it is equitable and undisturbing. Indeed, for many 
situations seniority, up to a certain point, is advantageous— 
those situations are the simple routine clerical duties where 
long familiarity with office conditions is the best training for 
those who are to direct several subordinates.” 2 Much depends, 
however, on the soundness of the initial selection. If this was 
mistaken, but not sufficiently so to ensure the elimination of 
the individual concerned from the organization at an early 
stage, then we find incompetent people obtaining promotion 
at the expense of the more deserving, but less senior, members 
of the staff. These may be led to seek openings elsewhere to 
the benefit of competitors. Another difficulty is that we 
cannot always be certain that the man promoted will be a 
success in the higher position, even if he has proved perfectly 
satisfactory on the basis of the initial selection. 

A third possibility for dealing with the problem of promotion 
is to introduce some system of efficiency grading. The aim in 
this case will be to try to get some sort of standardized judgment 
on employees by the responsible heads of departments. In a 

1 H. Finer, The Theory and Practice of Modern Government , Vol. II, p. 1348. 
2 Finer, loc. cit., p. 1350. 
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medium-sized firm this may not present very great difficulty, 
for it may be possible for reports and comparisons to be made 
by a single person where “ one mind carrying a single standard 
minimizes the possible aberrations of judgment/' 1 In the 
large firm, however, this is evidently more easily said than 
done for different assessors are likely to have very different 
standards of efficiency, not only in an absolute sense but also 
by basing their opinions on factors which are irrelevant. 
Again, managers may not always be impartial or competent 
assessors. There can be no complete exclusion of favouritism 
since the personal factor still persists. Consequently, an 
attempt must be made by the Personnel Department first of 
all to work out the right criteria on which a valid judgment 
should be founded. Secondly, on the basis of the given 
criteria, an endeavour must be made to obtain accurate and 
consistent judgments. Thirdly, the standard of critical judg¬ 
ment of reporters must be maintained from year to year. 
Finally, the confidence of those who are subject to the reports 
must be preserved. 

In order to obtain disinterested judgments, it may be 
possible in certain cases to get a second opinion for purposes 
of comparison. An undoubted difficulty is that of preventing 
the whole system of reporting from becoming a mechanical 
routine with reports consisting of stereotyped and largely 
meaningless phrases. When the report has to be made 
regularly, this compels recurrent attention to the relative 
merits of subordinates, and when the report calls for information 
under specified heads—as in the case of the Annual Report 
Form used in the British Civil Service—the reporting official 
must make an attempt at distinction. This latter device, too, 
prevents vagueness of judgment. A further device to prevent 
laxity in reporting is to ask the reporter to name the best half- 
dozen and the worst half-dozen members of the staff under 
his control and not to pronounce on the merits of every member 
of the department. Again, in the interests of objectivity, an 
adverse report should go to the person concerned as well as 
to the Personnel Department. The possibility of a repre¬ 
sentation against a flagrantly unjust report or promotion 
tends to heighten responsibility. 

'Finer, op. cit., p. 1356. 
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When employees are in a position to press a firm to promote 
rather than to look outside, the large firm possesses a definite 
advantage. The large number of its staff enables it to 
reproduce in some measure the conditions of the competitive 
labour market, always provided that the firm can evolve and 
apply a method which will enable it to take advantage of the 
fact. There still remains, however, the problem of the central 
administration which must contrive to attract men of the 
highest ability if the firm is to maintain its standard of 
efficiency. It is questionable whether, even in a very large 
firm, there can be found an adequate supply of the required 
ability, so that for “ key ” jobs it is still desirable that outside 
sources of supply should be tapped. It may be difficult, 
however, in framing a scheme of promotion for such concerns, 
to allow for the required exceptions. 

Staff Training 

Hitherto we have proceeded on the assumption that the 
supply of labour of a suitable quality was something over 
which the individual firm had no control. This is by no 
means true, for a considerable part of the training of labour 
occurs within industry itself. No matter how well developed 
the system of pre-industrial training may be, there is much 
which can be learnt only under conditions of practical 
experience, though the extent of the educational background 
determines in no small measure the speed with which practical 
experience can be assimilated and turned to useful account. 
Quite apart from the acquisition of skill as a determinant of 
industrial efficiency, training is now recognized as a factor in 
safety precautions. Section 21 of the Factories Act, 1937, 
enacts that no young person may be allowed to work at a 
machine which the Secretary of State has pronounced to be 
of a dangerous character unless he has been fully instructed 
as to its dangers and the precautions to be observed. The 
young person must either have received a sufficient training 
in work at the machine, or be under adequate supervision by 
a person who has a thorough knowledge and experience of it. 

The methods of training skilled workers in industry are 
apprenticeship, learnership, and upgrading. These systems 
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are by no means clear-cut and distinct, but a generalization 
sufficiently accurate for our present purpose is that they differ 
mainly on the grounds of the legal obligations assumed by the 
parties to them. The traditional method of industrial training 
is that of apprenticeship which is still, in general, to be found 
in those occupations which call for a long period of systematic 
training in order to acquire the necessary degree of manual 
skill. The leading industries under this heading are printing, 
building and woodworking, engineering and shipbuilding. Less 
formal methods are used where the required knowledge can 
be obtained from a mere day-to-day association with the work, 
or where mechanization has resulted in a situation where semi¬ 
skilled or unskilled labour is employed. 

A Ministry of Labour inquiry in 1925-26 showed that, in 
general, the training for skilled occupations is done by the 
smaller rather than the larger firms. Thus, in the printing 
trade, while firms with less than ten male workers had one 
apprentice to about four workpeople, and firms with ten and 
under thirty had one apprentice to six workpeople, the 
proportion was one to nine in firms of from 50 to 100 workers 
and one to about twenty when the size of the firm was 500 
employees or over. 1 In part, in the trade mentioned, this is 
due to trade union restrictions limiting the number of 
apprentices who can be employed in any single establishment, 
irrespective of the size of the staff. Apart from this, however, 
it is suggested that conditions in large, often highly specialized 
establishments, are not suited to the training of young workers. 
London newspaper offices urge this as a reason for taking little 
part in the training of apprentices, and for relying on the 
general printing trade to provide them with a supply of skilled 
labour. This position can be adopted so long as the supply 
of labour needed is forthcoming and, in the example just 
quoted, rates of pay are sufficiently high to attract it as in 
the case of, say, compositors. I11 stereotyping and process 
work, however, this is not the case, for here the supply cannot 
be maintained from those trained in general printing, so that 
newspaper offices are compelled to train their own men. 

The type of training is likely to vary according to the size 
of the establishment. In a small concern, trainees may obtain 
1 See Report of an Enquiry into Apprenticeship and Training , Part I, p. 10. 
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knowledge of many operations and, subject to the limitations 
of the firm's business, get a more comprehensive training than 
those in a large and more specialized firm. As against this, 
however, the larger firm may be prepared to offer better 
training facilities, not merely on the purely practical side, but 
in the matter of theoretical training as well. This may take 
the form of collaboration with outside educational institutions, 
or the provision of “ works" schools for the firm's own 
employees. The former is probably the better method in the 
great majority of cases. 

The costs of training to the employer find some reflection 
in the wages scales of apprentices. As the Ministry of Labour 
Report said: “In the earlier years of apprenticeship, the 
apprentice receives more by way of training than he gives by 
way of production and his wages in consequence are determined 
on the basis of his being a liability rather than an asset during 
that time ... in the later years of apprenticeship his 
remuneration is fixed so as to allow a certain compensation 
to the employer for the inevitable financial loss sustained in 
the earlier years of training." 1 In practice, however, the 
position is complicated by the existence locally of competing 
demands for labour and the amount of attention that may 
have been given by trade unions to the construction of wages 
scales for apprentices. In framing an apprenticeship scheme, 
there is a temptation on the employers’ side to lengthen it so 
that they may get the benefit of relatively qualified labour 
at sub-standard rates. In this, they may receive the support 
of a labour organization bent on restricting the inflow of labour 
to a trade. 

Payment of Wages 

When an entrepreneur enters into a contract of employment 
with a worker, he does so in the expectation of obtaining a 
certain amount of “ work " in exchange for the price which 
he pays. The amount paid in wages may be linked directly 
in some way or other with the amount of work done in a 
system of “ payment by results." At the other extreme, a 
rate per unit of time may be stipulated together with an 

1 Part VII, p. hi. 
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understanding as to the period for which the services of the 
employee shall be at the disposal of the employer. The two 
systems are, however, linked together by features in common. 
Under a system of payment by results, for instance, the 
employer is bound to employ and find work for the employee 
for a stipulated period, or to pay a minimum wage if work is 
not available. This fact will differentiate the piece-worker 
from the independent contractor who is employed to do a 
given job. Again, although no stipulation is made in the time 
worker's contract as to the amount of work which he has to 
do, some normal standard will be present in the minds of the 
parties, too great a deviation from which is likely to lead to 
an ending of the contract. Conversely, even though the piece¬ 
worker may be paid only for the work which he does, a certain 
amount will be expected of him per unit of time, otherwise 
he will be “under-employing" capital equipment entrusted to 
him. This demand for a minimum amount of work will be 
increased if the piece rate is coupled with a guaranteed 
minimum weekly wage. 

Other things being equal, the more " work " that an employee 
is prepared to do, the greater the wage he will be worth and 
the more the employer will be prepared to pay him. But 
various difficulties stand in the way of the attainment of this 
ideal. In the first place, “work" is of many kinds and 
degrees of difficulty and calls for many different qualities. 
Difficulty will therefore be likely to be encountered in arranging 
suitable rates for the various grades. 1 Often, however, this 
will be taken out of the hands of the individual employer, as 
where the rates are determined by collective bargaining. In 
this latter case, it becomes a question of selecting persons who, 
it is thought, will conform at least to the minimum requirements 
of the grade. This will almost certainly lead to “ good " and 
“ bad” bargains for the employer. Those falling in the first 
category, the employer will strive to retain, whilst those of 
the latter type will be dismissed as opportunity offers. 

Time rates of wages are the most common mode of payment. 
They have to be used where the work done is unstandardized 
and where no satisfactory unit of measurement exists, or 

^Particularly where the market for these grades is imperfect as where they 
are peculiar to the individual firm. 



218 the administration of business enterprise 

where quality of output is of paramount importance—though 
in this connection there are few cases where it can be said 
that quality completely over-rides quantity considerations. 
Provided that there is repetition, even though over considerable 
periods of time, output standards of a rough-and-ready type 
can be evolved. Repetition, even though results are readily 
measurable, will not of itself encourage payment by results 
unless the volume of such repetition is considerable—the 
expense and diplomacy entailed in establishing the system 
will not be warranted. 1 The simplicity and low first cost of 
payment by time are powerful arguments in its favour. 

In a wide range of industrial tasks, however, the results 
are likely to be better the more the system of remuneration 
is adjusted to individual efficiency. This, of course, is not 
invariably true. Professor Pigou, for instance, lists among 
the possible exceptions, the higher administrative work of the 
Civil Service and even of some kinds of private business. 2 In 
the case of the higher executives in large corporations, the 
desire for power and prestige as incentives to efficiency cannot 
be ignored, but neither is it safe to discount the financial 
incentive either. 3 In the case of the more routine types of 
work it is fairly safe to argue that the financial incentive is 
important, and that a system which recognizes individual 
capacity is likely to produce results beneficial to the employer. 

Such payment by results is, however, practicable only 
“ where a relatively standard product, practically inspected 
and counted, is turned out on a large scale in the aggregate , and 
under conditions sufficiently uniform so that a certain skill 
and effort in the worker will produce approximately similar 
output wherever applied. 04 The usual objective measure of 
attainment will be the quantity of output which conforms to 
certain predetermined minimum standards of quality. It has 
to be recognized, however, that output, by itself, is by no 
means a completely satisfactory measure of efficiency. Men 

J See Z C. Dickinson, Compensating Industrial Effort, p. 78. 

2 The Economics of Welfare, p. 474. 

8 “ These non-financial incentives are not independent of the financial ones. 
Position at the head of a large fi r m is one way of securing prestige and power, 
but the wealth that goes with substantial ownership is yet another. 0 R. A. 
Gordon, “ Ownership and Compensation as Incentives to Corporation 
Executives,” Quarterly Journal of Economics, Vol. 54, p. 456. 

4 Z. C. Dickinson, loc. cit., p. 79. 



■ f 

THE ADMINISTRATION OF LABOUR 2 ig 

who are perfectly satisfactory by this test, may give endless 
trouble to the management by absenteeism, friction with 
fellow-workers, and by their general uncooperative attitude. 1 
For faults of this kind, payment by results affords no penalty. 

Clearly, also, piece rates of wages can be of assistance only 
where output is linked directly with the effort put forth by 
the worker. Where production is determined by the working 
speed of machinery, which is largely beyond the control of the 
worker, piece rates can have but little influence on the problem 
of output. Thus in the spinning industry, the machines work 
at a uniform speed which is adapted to the count of yarn 
being spun. Increased production is largely a matter of 
shortening the times taken for operations which require the 
machines to stop, such as doffing or cleaning. 2 Thus operations 
such as doffing can usefully be remunerated on a piece basis. 

Retirement Policy 

To what age should the services of any individual be retained 
in industry ? From the point of view of the individual 
employer, the answer would appear to be that he is worth 
retaining so long as the value of the contribution which he 
makes to the firm's receipts is at least equal to the wage paid 
to him. Admittedly, there are many firms, even under a cold¬ 
blooded capitalist system, who are prepared to continue 
employment past this point in the case of employees of long 
standing, at any rate until such time as they become eligible 
for pension benefits. In the inter-war period this question of 
retirement from industry was usually discussed from an 
entirely different point of view—that of creating vacancies 
through retirement in favour of younger men. For example, 
Political and Economic Planning, in a report issued in 1935, 
put forward the following as a conclusive argument for early 
retirement : “ When we consider also that there are large 
numbers of younger able-bodied adults with wives and young 
children, for whom employment is hard to find and discon¬ 
tinuous, the argument in favour of arranging decent retirement 

1 See J. R. Hicks, Theory of Wages, p. 40. 

2 See The Cotton Spinning Industry, Report of a Commission set up to 
review the Wages Arrangements and Methods of Organization of Work, and 
to make Recommendations, pp. 16 and 26, 
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for the elderly, and creating as many vacancies as possible for 
younger men is overwhelming/’ 1 In the conditions likely in 
the next few years, or for a much longer period if current plans 
for implementing full employment are successful, the converse 
problem is likely to assume far greater importance—that of 
retaining the services of the elderly in industry. We shall here 
confine ourselves to this problem as it affects the individual firm. 
^The duration of the working life of the individual depends 
upon a mixture of physical and mental considerations, though 
in most cases one aspect will be more important than another. 
In a job which depends mainly upon physical stamina, waning 
physical powers will compel earlier retirements or a change of 
work, but obviously the age at which this will occur varies 
considerably. For example, failure to cope with an industrial 
disease is capable of causing a tremendous labour wastage at 
a comparatively early age, as in the case of coal mining. In 
some jobs, however, waning physical powers may be more 
than compensated for a time by increasing experience, though 
this is probably most evident in the case of administrative 
work. Here, again, individuals vary considerably, but in the 
case of mental work the decline in the powers of the individual 
is not so readily observable, though its results may be much 
more serious from the standpoint of the organization. 

Should the firm fix a rigid retiring age for members of its 
staff ? Probably in the case of the lower grades, no great 
harm would follow by so doing, and the plan appeals to the 
sense of fair play of employees by putting them all on the same 
footing. In the case of the higher posts, however, the 
matter is not so simple. It may mean, on occasions, that the 
firm has to dispense with the services of a valuable member 
of the staff before this is really necessary, even though he is 
willing to stay on. It also means that they may feel impelled 
to keep a member after he has become an encumbrance, 
particularly if his dismissal would lead to some sacrifice of 
pension rights. Sometimes, it is true, the “ waiting period ” 
can be bridged by manoeuvring him into a position where he 
looks important, but has little capacity for doing damage. 
This solution is far from satisfactory and, in any case, cannot 
always be adopted. 

1 The Exit from Industry, p. 6. 
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The question of retirement, particularly voluntary retire¬ 
ment, is closely linked with that of pensions, since a large 
proportion of people cannot accumulate sufficient savings to 
retire with confidence before the last possible moment. Some 
firms operate employee pensions schemes ; the number has 
been estimated by P.E.P. at from 2500 to 3000, 1 so that the 
movement cannot be described as very comprehensive. How 
far such schemes contribute to greater efficiency is open to 
question. It may be claimed that they make for greater 
loyalty and better industrial relations, and, if coupled with a 
discretionary retiring age, assist in a solution of the problem 
of terminating the services of elderly workpeople. On the 
other hand, such a scheme may operate to reduce the efficiency 
of employees if they think that they are assured of a life job. 

In the case of contributory schemes, some provision has to 
be made in the event of resignation by the employee, or of his 
death before becoming pensionable. The generosity of treat¬ 
ment under the schemes may vary with the length of the 
service. The general practice is for the member, or his next- 
of-kin, to receive the amount of his own contributions plus 
compound interest. In some cases, however, both the 
member’s and the firm’s contributions are received, together 
with interest. 2 In some cases, contributory schemes are 
operated on an industrial basis, as in the case of Wallpaper 
Manufacturing and Flour Milling. This tends to preserve 
greater freedom of movement within the industry since 
contributions qualify for pension when paid through any 
member firm. 

Schemes of this type may gradually be superseded with the 
development of social security plans since many workers will 
be unwilling, and even unable, to make contributions over 
and above those which are compulsory under the national 
insurance scheme. The latter type of scheme has the advantage 
of greater security for the worker than the private scheme and 
in most cases, though not always, gives more generous benefits 
than those offered by industrial firms. The national insurance 
scheme has the advantage of permitting the worker full freedom 

1 The Exit from Industry, p. 21. 

2 See Industrial Relations in Great Britain , l.L.O. Studies and Reports 
Series A, No. 36, Appendix VIII, p. 235 et seq., for particulars of schemes of 
several large undertakings. 
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to move from one employment to another without any 
possibility of loss of benefit and to this extent is superior to 
private schemes. It cannot be denied, however, that it 
weakens the inducement to elderly workers to remain in 
industry and thereby intensifies the labour problem in con¬ 
ditions of full employment. 

The Welfare Department 

“ Industrial welfare ” is a term of somewhat vague meaning 
and is used to cover action taken with regard to a variety of 
factors which are deemed to influence the efficiency of the 
worker. According to the Balfour Committee in 1926, “ In 
its widest sense it comprises all matters affecting the health, 
safety, comfort and general welfare of the workman, and 
includes provision for education, recreation, thrift schemes, 
convalescent homes, etc.” 1 An even more extensive catalogue 
of functions is claimed by the British Industrial Welfare 
Society. Such lists seem to be far too wide unless welfare 
work is to be regarded as synonymous with personnel manage¬ 
ment. Certain of the matters mentioned fall within the scope 
of legislation, which insists that certain standards be observed 
for the protection of the health and safety of workers. In 
general, these statutory standards are such that their observance 
would in any case be necessary in the interests of productive 
efficiency. It is often urged that such statutory intervention 
is necessary to check the results of competition which leads 
the employer to tolerate conditions which are unsafe for his 
workpeople in his anxiety to reduce costs of production. Even 
assuming that employers were influenced only by purely 
economic motives, the above argument would be true only if 
industrial accidents imposed no burden of cost on them, a 
situation which by no means holds good. 

Industrial accidents and the inferior working conditions 
which tend to accompany them increase the costs of the 
employer. Poor lighting, inadequate ventilation, and uncom¬ 
fortable working conditions reduce output and increase labour 
costs. Quite apart from any statutory compensation which 
may be payable, costs are raised through loss of working time 

1 Survey of Industrial Relations, p. 179. 
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and frequently, through damage to equipment. This is seen 
clearly in the extreme case of colliery explosions where a whole 
mine may be put out of action. Moreover, if industry were 
truly “ competitive/' employers with dangerous premises would 
find themselves handicapped in their search for labour supply. 
Workers would tend to avoid such employers or would need 
the inducement of a premium added to prevailing wages rates 
in order to persuade them to submit to the extra risk. This 
would reduce the competitive efficiency of such firms which, 
unless they changed their methods, would be put out of 
business. Under actual conditions, however, the labour market 
is very far from competitive and the same applies to the 
relations between firms. Consequently, workers cannot always 
avoid relatively dangerous employment, whilst the extra costs 
of inefficiency can often be passed on to consumers. Thus, 
statutory standards of health and safety are not due to 
excessive competition but rather to a failure to compete. In 
addition, a certain allowance must be made for ignorance on 
both sides, a factor which operates in the same direction. As 
Pigou points out : " Real wages, in the widest sense, embrace 
the conditions of a man’s work in respect to sanitary arrange¬ 
ments, safety appliances, and so forth ; and these cannot be 
fully known to any workman before he is actually working 
under them/’ 1 

Apart from welfare measures required by Statute, it is 
evident that a firm may find it worth while to provide additional 
services. The question arises—How far should these extend ? 
There has in the past been an almost paternalistic element 
associated with such work and employees have been accused 
of black ingratitude when they have shown little appreciation 
of the benefits received. The first principle would appear to 
be that the welfare services should not get entangled with the 
system of remuneration, so that complaints of inadequate pay 
are met by drawing attention to other benefits. Each employee 
should receive an income based on the value of his work to the 
firm and be left free to spend it as he chooses. Secondly, 
services of an “ optional ” nature provided by the firm should 
be supplied only in response to a demand for them and use of 
them should be a voluntary matter. This applies with 

l The Economics of Welfare, p. 496. 
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particular force to activities outside of the factory such as 
recreational activities. What should be avoided is anything 
which has the appearance of supervising the out-of-work 
activities of the staff, no matter how benevolent the intention 
may be. Probably the best test of this type of expenditure 
is the extent to which workers themselves are prepared to 
make a contribution to the cost; given such contributions, the 
firm can supplement them to any extent that the proprietors 
feel to be desirable. 

In a recent article, Mr. R. K. Rothschild has suggested that 
welfare expenditure may sometimes be regarded in the light 
of a “ buying cost,” under monopolistic conditions where the 
supply of labour to the individual firm is not perfectly elastic. 1 
In such circumstances, if the firm wishes to secure an increased 
labour supply it will have to offer higher wages. Alternatively, 
a greater supply of labour at any given wage may be obtained 
by increasing the preference of workers to enter the service of 
a particular firm. “ Thus a wireless set in the workshop, a 
garden, sports and other social activities, all this may be 
organized in order to increase the workers' preference for the 
firm.” Presumably this will be done if the necessary supply 
of labour can be induced by a smaller outlay than would be 
entailed by offering higher wages. Another case in which 
welfare expenditure may be incurred with the same object is 
where there is an agreement between employers not to “ bid 
up ” wages above the prevailing rates in order to secure labour 
in a period of active employment. Whilst admitting that 
outlay on welfare may be incurred with such objects in view, 
there seems to be room for doubt as to its efficacy for the 
purpose. 


J See Review of Economic Studies, Vol. X, p. 62 ct seq 
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PRICE POLICY 

The first question which it appears necessary to answer is : In 
what circumstances is it necessary for the firm to have a price 
policy ? 

Conditions of a Price Policy 

Under conditions of "pure 0 or "perfect" competition, it 
is assumed that no single seller can exert any appreciable 
influence upon the price prevailing in the market. At that 
price he can sell as much as he chooses but, in any case, his 
contribution to the total supply is but a small fraction of the 
whole. If he attempts to set a price higher than that pre¬ 
vailing he immediately loses all his custom, for all customers 
immediately become aware that he is " over-charging," and 
they are completely indifferent from whom they buy so long 
as they get the lowest price. " Goodwill " and " consumer 
loyalty " have no existence in the world of perfect competition. 
If the business man in conditions of perfect competition sells 
below the prevailing price, he cannot improve his position and 
merely makes a needless sacrifice of profit for, as already 
pointed out, he can sell as much as he chooses at the prevailing 
price. This prevailing price will be subject to alteration as 
the result of the impersonal influence of suppliers and consumers 
as a group, acting without any collusion. If suppliers as a 
a body anticipate an increase in demand and increase supplies 
accordingly, but the expectation is disappointed, price will be 
adjusted downwards to such extent as is necessary to clear the 
market. In consequence, producers will incur losses and 
supply will contract once again until a new equilibrium of out¬ 
put and price is attained. In such circumstances, however, the 
individual firm has no " price policy " as the term is ordinarily 
understood. 

From this it is evident that " price policy " arises from the 
lack of perfection of competition—the condition characteristic 
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of the majority of markets in the real world. Here, buyers 
do not become immediately aware of price differentials and 
often when they do, they fail to alter the source of their 
purchases since they frequently prefer one supplier to another. 
This may occur, to quote Professor Chamberlin, because of 
" the general tone or character of his establishment, his way 
of doing business, his reputation for fair dealing, courtesy, 
efficiency, and all the personal links which attach his customers 
either to himself or to those employed by him.” 1 Similarly, 
too, in a very great number of cases, the products originating 
in different sources of supply are not perfect substitutes, but 
are differentiated by characteristics such as " exclusive patented 
features ; trade marks ; trade names ; peculiarities of the pack¬ 
age or container, if any ; or singularity in quality, design, 
colour or style.” 2 As a result of influences such as these, there 
enters the possibility that the supplier need not accept a 
prevailing price but can pursue a policy of varying degrees of 
independence. Thus the necessity for a price policy emerges. 

It is a commonplace of recent discussion that these “ monopoly 
elements ” have been on the increase during the twentieth 
century for which various explanations have been advanced. 
Some rely upon technological factors and argue that modem 
methods of production are such that large monopolistic units, 
controlling a high percentage of the output of an industry are 
inevitable. There may be such cases, but they are not nearly 
so common as is usually inferred. 3 Others consider that the 
tendency arises from an incurable disease of capitalism, by 
which is usually meant uncontrolled private enterprise, and 
that the only cure is to be found in an alternative system of 
economic organization. 4 The fundamental cause, however, is 
to be found in the system of legal institutions which has been 
permitted to develop and which has, for the most part, 
unconsciously and by imperceptible degrees, undermined the 
competitive system even in the admittedly imperfect form in 
which it existed in the nineteenth century. We are not here 

1 The Theory of Monopolistic Competition, p. 56. 

2 Chamberlin, loo. cit., p. 56. 

3 See, for example, the discussion by Professor Robbins in The Economic 
Basis of Class Conflict, Chap. III. 

4 Thus, for example, Professor G. 1 ). H. Cole : “ Monopoly capitalism and 
idle resources go together : they are the linked signs of the waning of the 
virility of the capitalist system.” The Means to Full Employment, p. 131. 
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coacerned with an analysis of these factors, however, but with 
the price policies which develop from them. 

Prices Based on Markets 

Although the conditions requisite for perfect competition 
are nowhere fully satisfied, cases are to be found where these 
conditions are approached. Sales may be made through the 
medium of organized markets and exchanges of commodities 
which are relatively standardized, and prices at which business 
is transacted are publicly quoted. In such cases it is not 
necessary that all firms should be members of, or sell through 
the organized market, but the mere fact of its existence causes 
them to follow the published prices and deprives them of any 
significant influence over prices. In dealing with this parti¬ 
cular case, Ur. C. C. Saxton draws attention to the fact that, 
in such circumstances, sellers are not free to sell as much as 
they choose at the prevailing price as is the case under perfect 
competition. “ Although the price is fixed in an automatic 
or semi-automatic way which is beyond the control of any 
one buyer or group of buyers and sellers, in practice competition 
only begins after the price has been fixed ; that is when a seller 
wishes to dispose of his output and has to search for orders 
from buyers willing to take it.” 1 Dr. Saxton expresses some 
surprise that this “ search after buyers ” should find no special 
place in theory. Yet, it would appear to be nothing more 
than a special form of selling expense. Moreover the fact that 
it is such hard work stresses the relative imperfection of the 
market and suggests, too, that the conventional price is not 
an equilibrium price at all, but is fixed rather too high to 
dispose of available supplies. Resources have therefore to be 
used in seeking out and persuading customers to purchase. 

This type of situation is, however, becoming very uncommon. 
Up to the outbreak of the Second World War the best 
illustration was to be found in certain markets for raw 
materials which had undergone a process of grading, sometimes 
after certain manufacturing operations. Even here, however, 
markets were becoming increasingly subject to external 
manipulation through commodity marketing schemes of one 

'The Economics of Price Determination, p. 13. 
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kind and another. Proposals for State control in the future, 
whether by bulk buying or otherwise, must make price 
determination an arbitrary matter. 

Price Fixing by Small Groups of Firms 

A far more frequent situation than the foregoing is that 
where prices are influenced by a firm or by a relatively small 
group of firms. These are producing, not a uniform product, 
but a group of more or less close substitutes on account of 
product differentiation. Consequently, buyers may be induced 
to pay a higher price for a particular product on account of 
differences—real or imaginary—in the satisfaction which it 
gives to them. Yet, this inelasticity of demand for the 
products of individual sellers has its limits, and too great a 
price differential will be too much for their loyalty. In such 
a market, too, the degree of imperfection of competition is by 
no means uniform, and some firms offer more potential com¬ 
petition than others, possibly because of geographical proximity 
or because of the similarity of their products. In this situation, 
we may find one firm entering into consultation, with one or 
two close competitors, because it is felt that, between them, 
they can control a significant proportion of the output in the 
market in which they are interested. Needless to say, such 
arrangements may often be suspected but are rarely admitted, 
whilst direct evidence of their existence is almost impossible 
to obtain. Moreover, the contacts will probably vary from 
time to time, either because of changes in the products, or 
because of changes in the relative importance of the firms 
involved. The arrangement may be upset by “ interlopers ” 
who may be new firms or pre-existing firms attempting to 
break into new markets following the lure of abnormally high 
profits. Where consultation occurs, it may concern general 
price policy over a period, or it may be limited to action over 
a single important contract. 

Price Leadership 

Another type of situation is that of price leadership which 
may arise where a large firm controls a high proportion of 
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current and prospective output. In such circumstances, the 
mass of small and medium-sized firms may conform to the 
price which is set by the leader. The existence of such leader¬ 
ship is often difficult to establish with certainty, though when 
one firm is large in relation to the others, that firm usually 
exercises considerable influence upon the price policy of the 
industry. The leader may be a prominent member of a trade 
association. An example of this was afforded by the soap 
industry which, at the time of a Government inquiry in 1921, 
was controlled by the United Kingdom Soap Manufacturers' 
Association consisting of ninety out of 220 soap makers, 
controlling between them 80 per cent of the British output. 
Within the Association, Lever Bros., Ltd. and its associated 
companies controlled about 90 per cent of the output of 
members. It was stated that Lever Bros, could not dominate 
the Association since, in order to be binding, decisions on 
prices and conditions had to be unanimous—a fact which 
was said to safeguard the interests of the independent and 
small manufacturers. The Committee, however, was very 
sceptical on this point, stating : “ We find it difficult to believe, 
however, that an independent manufacturer could, for any 
considerable period, prevent the definite and considered wishes 
of the Lever combine from being put into effect. The 
requirement of unanimity seems more likely to be effective in 
preventing a reduction in the price of soap than an increase.” 1 
Another investigation in 1920 showed that although the 
Association of Glass Bottle Manufacturers of Great Britain 
and Ireland fixed minimum selling prices, manufacturers’ 
charges were invariably above those fixed prices. In fact, 
the prices charged by the larger manufacturers were generally 
followed by the remainder engaged in the trade. 2 

There may from time to time be departures from leadership 
in that the “ following ” firms may not always change their 
prices simultaneously with the changes announced by the large 
unit. If the relationship under consideration is firmly estab¬ 
lished, such deviations are not likely to be important except 
in the long period. Satellite firms cannot add much to their 
volume of turnover bv price cutting and, in fact, by so doing, 

1 Report on the Soap Industry, CmcL 1126, p. 6. 

Unterim Report on Glass Bottles and Jars, Cmd. 1066, p. 9. 
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merely incur needless sacrifice of profit. They may more 
profitably add to their sales volume by offering non-price 
advantages, such as prompt delivery, which may enable them 
to divert some business to themselves without provoking any 
punitive action from the “ leader.” 

The policy of the leader depends upon the reactions of his 
rivals and potential rivals to each possible line of policy ; 
there are limits of policy within which rivals are likely to be 
loyal and potential competitors discouraged. The probability 
of attracting new firms into the industry turns upon the size 
of the profits which are being earned there and the extent to 
which these profits are known to potential competitors, who 
must also estimate the probable effect of their entry upon 
prices in the industry. Thus, the price leader may deliberately 
cut prices on the entry of new firms, or discourage them from 
entering the industry by threatening to do so. For example, 
in the British rayon industry, prices have been determined 
mainly by one firm since the establishment of the industry 
shortly before the First World War. In 1927, the chairman 
of Courtaulds, referring to the tactics being pursued by new 
firms, stated that his firm “ might be driven to set a pace 
which would be killing to newcomers even if it involved the 
sacrifice of some of our ample reserves.” 1 

A leader able to assume that his followers will loyally accept 
any price policy he may select, must be expected to set the 
price at the same level as a monopolist. This may not lead to 
monopoly profits, however, since new firms are free to enter 
the industry and so increase the amount of investment. 
Monopoly prices are charged, but the return upon the excessive 
capital investment is normal. 

Customary Prices 

In certain cases the price may not be free to move at all, as 
an habitual level of price has developed which cannot be 
changed without disastrous results. Consumers become accus¬ 
tomed to paying a certain amount for articles bought frequently 
and used continuously and resent increases in the prices of such 

1 For a detailed discussion, see E. Jones, “ Price Leadership in the Rayon 
Industry,” The Manchester School, October, 1941. 
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goods. Mr. Henry Smith has argued that the existence and 
prolonged advertising of a product at one price has the effect 
of rendering the product unsaleable in any comparable quantity 
at all other prices. 1 He suggests two principal reasons for 
discontinuity in demand at habitual prices. A lower price for 
a good which has long been sold at a certain level shocks the 
consumer and may provoke a situation in which the good is 
totally revalued. Also a lower price for a standard product, 
widely advertised at a certain price, may awake fears in the 
consumer's mind that there has been some deterioration in 
quality. Some customary prices are difficult to explain, 
though they have the merit of making marketing simpler for 
the consumer. When such price conditions prevail, the 
manufacturer must plan his operations so that his product can 
be sold at the customary price. At times, even, it may be 
better policy to alter the size of the package or even to modify 
the quality rather than alter the price. Such a device would 
appear to have been resorted to by cigarette manufacturers 
at various times as a means of dealing with increases in tobacco 
duty. Dr. Saxton instances small wares, shoes and women's 
clothing as fields where such conventional prices appear to 
operate. 2 

Such customary prices are capable of being disturbed, how¬ 
ever, in times of universal price disturbance such as that 
accompanying a war or a period of inflation. Moreover, the 
field covered by such prices must not be exaggerated. Con¬ 
sumers may resist departures from convention when these 
occur in an upward direction, but it is difficult to believe that 
their resistance is anything like so great for downward changes. 

Price Stabilization 

In cases where price leadership prevails, attempts are often 
made to prevent frequent changes in the prices at which products 
are sold. When attempts are being made to base prices on 
average costs of production, these cannot be ascertained with 
any precision over short periods so that prices are kept steady 
for the duration of the period of production. Again, sellers 

1 Quarterly Journal of Economics, Yol. XLIX, 1935, pp. 542*50. 

2 The Economics of Price Determination , p. 119. 



232 THE ADMINISTRATION OF BUSINESS ENTERPRISE 

who are in a position to pursue a policy of this type may do so 
because of certain assumptions concerning the behaviour of 
buyers. Where, for example, they fear that reductions in 
price will stimulate the hope of further cuts or where they 
believe that demand is inelastic, they are likely to reduce the 
number of price changes. Again, it is claimed that such 
prices tend to eliminate speculation and assist the smooth flow 
of production whilst dealers, because of the lessened risk, are 
prepared to handle the goods on narrower margins of gross 
profit. 1 It must be recognized, however, that to do this means 
a sacrifice by the producer of part of his power of speedy 
adaptation to changing market conditions. 

In some trades this stabilization is obtained by setting a 
price which is to remain in force for a considerable period of 
time. Within the period in which the offer remains open, 
production is adjusted to the amount sold at the price set. 
Such conditions are found in the motor trade where prices are 
fixed for the season. The only time when there is any 
relaxation is at the end of the season when the manufacturer 
may decree a “ price release ” permitting stockists to dispose 
of remaining stocks of the past season’s models below the list 
price. The number of cars sold in this way is, however, very 
small, the whole machinery of distribution being designed to 
eliminate the old model before the new one is launched. 

Voluntary Price-fixing Associations 

Hitherto we have dealt mainly with price policy as deter¬ 
mined by business firms acting on their own initiative. To an 
increasing extent, however, we find attempts being made to 
obtain a closer grip on price policy through various forms of 
voluntary trade association. These organizations have the 
characteristic that the identities of the constituent firms remain 
untouched, though some sacrifice of freedom of action in certain 
matters is made. In the words of the Committee on Industry 
and Trade " they are all terminable and . . . therefore, the 
separate existence, and to some extent the separate interests 
of the various undertakings concerned remain intact.” 2 They 

J Sce Paul D. Converse, Selling Policies, p. 296. 

2 Factors in Industrial and Commercial Kfficiency, p. 7. 
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attempt to secure by agreement the observation of restraints 
which could be imposed by the central authority in a combine 
and at the same time to avoid the difficulties inseparable from 
the formation and working of a complete consolidation. They 
have the merit, from the point of view of the business men 
concerned, that they can be terminated when circumstances 
change and their usefulness disappears, though this merit, from 
the same point of view, becomes a weakness if individual 
members can determine the time of secession. 

Attempts to form associations of this type arise in various 
kinds of market situation, but their primary aim is undoubtedly 
the reduction of price competition, though this is rarely stated 
explicitly in their objects and is frequently vehemently denied 
by their spokesmen. In passing judgment it is necessary to 
have regard to the practical consequences of their actions 
rather than to the strict letter of their constitutions. To quote 
the Committee on Industry and Trade once more, there is “ a 
very strong presumption that the parties directly interested 
generally regard combination as an economically effective 
method of increasing their gains, or at least of defending them¬ 
selves against ‘ cut-throat ' competition . >,;L There is a tendency 
to approach the price problem by devious routes which tends 
to obscure the true motive of regulation. Thus, one writer, 
in dealing with the avoidance of what is described as “ ruthless 
competition/' advances the opinion that " pooling schemes are 
a possible remedial device where the amount of trade and the 
productive capacity warrant the arrangement. By pooling, 
the trade is divided into equitable percentages, and excess 
production entails the obligation to contribute to a pool from 
which compensation is given to firms that market less than 
their quota . . . Purely price-fixing schemes will certainly not 
do ; they will not carry public approval nor will they establish 
the incentive for industrial progress." 2 This “ live and let 
live " attitude is obviously directed in the final analysis to 
the maintenance of prices while at the same time leaving the 
participating concerns free to attempt to placate public opinion 
by denying any price-fixing motive in the constitution of the 
association. 


’Loc. cit., p. 9. 

*Thc Times, 6th December, 1941. 
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A very familiar type of situation giving rise to “ ruinous 
competition ” in the inter-war period was that where the 
demand for a commodity had declined, sometimes temporarily 
and sometimes permanently, leaving the industry with surplus 
producing capacity. Under competition, a temporary decline 
in demand will lead to a period of unprofitable working and 
possibly to the elimination of “ marginal ” firms, but presents 
no serious difficulty. A permanent decline in demand will 
result in a reduction in productive capacity, though this result 
may be achieved but slowly in industries where a heavy 
investment in specific capital assets is to be found. In such 
circumstances, too, there is often found a tendency to 
regard "permanent ” factors as merely temporary and this 
strengthens the disposition to cling to the industry. Frequent 
attempts have therefore been made to form associations to 
bring about " orderly adaptation ” of output to demand, and 
so to maintain prices. 

Such associations may arise because of situations which 
develop on the side of supply as the result of aggressive 
competition. Thus, a dominant producer may start a cam¬ 
paign of price cutting with the object of eliminating competition 
altogether. He may, however, underestimate the combined 
strength and staying power of the firms opposed to him and 
discover that to complete his plan will involve too great a 
drain on his resources. In such conditions, the struggle may 
be brought to a close by the formation of a price-fixing 
association. Again, a struggle may develop between a small 
number of fairly equally matched firms and result in a deadlock. 
Here, again, attempts may be made to end the struggle by 
agreement. 

Although the reduction of price competition is the primary 
aim of such associations—all protests to the contrary notwith¬ 
standing—this purpose may be achieved by various methods. 
The association may be of the most informal type—the 
“ gentlemen's agreement —which in some measure may be 
regarded as an extension of the process of informal con¬ 
sultation between a limited number of firms. A recent 
investigation shows this to be the most common type, 
explaining the fact as follows : " It # is clear that formal price 
arrangements, and especially those backed by elaborate 
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sanctions, are much more difficult to arrive at since they 
involve a fairly long term adjustment of individual interests 
to a fairly rigid scheme of regulation. It is easier to 
proceed empirically, by a process of trial and error, by 
agreements which can quickly be adjusted as conditions 
change, by informal understandings which carry no penalties 
and sanctions but which are adhered to by virtue of the common 
interest in eliminating cut-throat competition." 1 It is further 
pointed out that while national associations rarely deal with 
price matters, local associations very frequently do, and it 
instances the case of the Federation of British Rubber and 
Allied Manufacturers' Associations which does not itself fix 
prices though the twenty-four constituent associations making 
different products do. 

On a more formal basis, we may have agreements for the 
sharing of selling areas. In trades where tendering for special 
orders is common, such as iron and steel, engineering, building 
and printing, arrangements among members of the trade are 
frequent. Thus agreements may be reached as to which firm 
is to receive a particular contract, and then the others 
deliberately tender high. The firm benefiting by this arrange¬ 
ment may be required to make a contribution to a pool for 
purposes of compensation. Another arrangement is that where 
the prices tendered are notified to the association and a schedule 
of prices quoted is supplied to members. This protects the 
supplier against a practice whereby the customer offers him 
the contract provided he reduces his price below an imaginary 
figure supposed to have been quoted by a rival firm. How 
serious such a practice may become it is difficult to say. 
Complaints are made concerning it in a number of trades 
though it seems unlikely that it assumes very serious 
dimensions anywhere. To accept it as a widespread practice 
would imply either that the business men in the trade 
in question are abnormally credulous or that they are 
seeking to make excessive charges. In any case, the 
above protection, for what it is worth, is obviously poss¬ 
ible only where all firms tendering are included in the 
association. 

As a variation of the foregoing, a trade association may 

1 P,E.P. Broadsheet No. 221, British Trade Associations, p. 15. 
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advise on the prices at which tenders should be submitted. 
An example of this type occurred in the printing trade in 1918 
in connection with the preparation of the Voters' Lists. The 
tenders were handled centrally by H.M. Stationery Office, but 
the work was done by printers all over the country. After 
the forms of tender were sent out, the Stationery Office 
discovered that the Federation of Master Printers had issued 
a circular enlarging on the risks to be provided for and ending 
with a list of prices which claimed to represent the experience 
of printers in different parts of the country in doing this work. 
Firms were urged that they would be ill-advised to tender below 
these prices. “ When tenders began to reach the Stationery 
Office about the 9th April, it was seen at once that the advice 
offered by the Master Printers’ Federation was being followed 
explicitly even to the extent of quoting against one item the 
figure of 2s. which in the circular issued by the Federation was 
a misprint for 6d., the only departure from the Federation’s 
advice being in an upward direction.” 1 This manoeuvre was 
partly defeated by compelling firms adopting this scale to 
submit new tenders. 

Every voluntary trade association is threatened by internal 
and by external stresses ; by the disagreements of its own 
members and by the activities of those who refuse membership 
and who defeat attempts to force them in. In these facts has 
rested one of the most valuable safeguards for the consumer, 
since in most cases any persistent attempt at his exploitation 
caused the emergence of these disruptive forces which decisively 
defeated the plan. It follows, too, that the interest of the 
consumer is ill-served when assent is given to arrangements 
which prevent the operation of these safeguards, no matter 
how plausibly the case for “industrial self-government” may 
be argued or what new protection may be promised in its 
stead. Consumers’ Committees and similar devices are no 
effective substitute for the possibility of competition. “ They 
are presented with a fait accompli ; they are forced into an 
inferior position by the lack of adequate information ; and they 
have constantly brought before their eyes the countable men 
and the identifiable factories that will be injured if they insist 

1 See Report from the Select Committee on Publications and Debates 
Report, H.C. 131, 1918, p. 17. 
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on paying attention to anything so nebulous as the public 
interest or so remote as the consumer.” 1 

An initial difficulty of the voluntary price-fixing association, 
therefore, is to obtain a membership which is sufficiently 
comprehensive to make effective regulation possible. The larger 
the number of independent units in the trade, the greater 
are likely to be the difficulties in this respect. Yet it is by no 
means essential that 100 per cent of the productive capacity 
should be included in order that a measure of control may be 
exercised. If members control a high proportion of the 
potential output, outside capacity may have no appreciable 
influence on policy. There is, moreover, the possibility already 
mentioned, that outsiders may follow the prices fixed by the 
association and not adopt an independent policy. 

So long as freedom to enter the industry or to expand 
production exists, however, there is a potential threat to the 
price-fixing association. For example, the American Cotton 
Yarn Association Ltd., formed in January, 1927, controlled 
about three-quarters of the output, but was unable to enforce 
minimum prices and control production because of the com¬ 
petition from firms which refused to join. The outside mills 
undercut the Association’s prices and expanded their output 
at the expense of the associated firms. Even if outsiders 
follow the easy path and accept the prices fixed by the 
association, unless profits remain " normal ”—which is unlikely 
—an influx of new entrepreneurs will probably occur. If these 
enter with the deliberate intention of underselling the 
association, then the association may have to abandon its 
scheme or attempt to drive them out ; in either case, its efforts 
to keep up prices will be frustrated. If it should eventually 
come to terms with the interlopers, there still remains the 
problem of the extra productive capacity which has been 
created, for this presents a standing threat as a source of 
internal disruption. This situation may cause what appears 
to be a strong association to hold its hand and pursue a cautious 
price policy in order to discourage new entrants. 

The price policy pursued by the association is important in 
another connection. If prices are fixed so as to show a profit 
to high-cost producers—and this furnishes the sole motive for 

1 Thc Economist , 2nd April, 1038, p. 3. 
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their entering the association—then low-cost producers are 
provided with every incentive to expand production. Conse¬ 
quently, the volume of output which will be forthcoming is 
likely to be much greater than can be sold on the market at 
pre-determined prices. It has been suggested in this con¬ 
nection that the low-cost producers will make large “ super¬ 
profits. !>1 This, however, is on the assumption that they can 
market the extra output and adhere to the price, which is far 
from certain. If this condition is allowed to continue un¬ 
checked, it will probably end in a breakdown of the scheme by 
an outburst of price cutting. In an attempt to avoid this, the 
association may be driven into the treacherous field of output 
regulation in order to buttress its price policy. A similar type 
of difficulty will arise in an industry where cost conditions are 
changing rapidly as a result of technological progress. In 
such a case, price policy must be constantly under review if 
it is to be effective over any period of time. 

Where output control has to be introduced in order to support 
price policy, the supply which each firm is to be permitted to 
place on the market in a given period must be rationed, and 
the device most usually adopted is the sales or production 
quota. This involves finding a basis for the quota which 
usually depends on the principle that each firm shall have a 
“ fair ” share of the market. As innumerable examples in the 
inter-w r ar period testify, this superficially reasonable approach 
turns out to be a matter of tremendous complication. Shall 
we take past sales for a given period ? This, at first sight, 
seems to offer no objections and is certainly the line of least 
resistance. Yet, at once the query arises—What period ? 
Naturally, each firm would wish to adopt the period most 
favourable to itself, and this is unlikely to be the same for 
substantial numbers of firms. Often a liberal choice of periods 
is offered in an attempt to please everybody, but even if the 
extreme case were taken of allowing every firm freely to choose 
its own period, we should not dispose of the difficulty. There 
would still remain the anomalies of the developing and the 
declining firms. 

Firms which are developing will not be content to base their 
claim for a quota on any past period, for this will put an end 

J C. C. Saxton, The Economics of Price Determination, p. 141. 
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to their growth before the optimum size has been reached. 
Firms whose production is declining, on the other hand, may 
be enabled to select a period which allows them to produce 
without interference and, where the quota is transferable at 
a price, may provide them with a new source of revenue through 
the sale of a new type of property in the form of a “ right to 
produce/' It is only in an industry where the production of 
all firms is stable that these anomalies do not arise, and such 
a case does not seem very likely in the real world. It may be 
argued that the scheme should be framed to consider 
“ potential ” rather than " past ” output, but this serves 
merely to raise a further cloud of perplexities. 

The difficulty in deciding what is a “ fair ” share in the output 
of an industry gives rise to serious internal dissension, parti¬ 
cularly on the part of the low-cost, expanding producers. All 
voluntary schemes have to face up to the possibility of evasion 
which is often attributed to the small “ irresponsible ” firm 
in discussions of the subject, though in practice it is far from 
unknown amongst large firms. Evasion assumes all manner 
of forms according to the type of commodity, and the ingenuity 
of the price cutter is fully equal to the devices introduced for 
enforcement. Secret discounts and rebates, mis-description of 
goods, and sales of controlled goods jointly with uncontrolled 
goods are common. Again, competition may be transferred 
to a non-price basis—indeed, this is an avowed object of some 
associations. This, however, may have results which are far 
from desirable either from the standpoint of the producer or 
of the consumer. 

Resale Price Maintenance 

There is a general and understandable desire on the part of 
sellers, when opportunity offers, to bring under control the 
price at which their output is sold. In modern economic 
systems, however, there has developed a widespread tendency 
to go beyond this, and to attempt to control the prices at which 
subsequent transfers take place—the prices, for example, at 
which the wholesaler sells to the retailer, or the retailer to the 
consumer. This is the practice of price maintenance which 
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may be defined as the system whereby a manufacturer imposes 
conditions upon retailers and wholesalers regarding the resale 
prices to be charged by them. It involves in most cases the 
maintenance of a minimum margin between a fixed cost price 
to the distributor and his selling price to the customer. The 
first really significant development in this connection was the 
introduction by the publishing house of Macmillan of the “ net 
book agreement ” which was aimed at preventing price cutting 
among booksellers. It was laid down that booksellers would 
be granted " trade ” terms only if they sold to the public at 
the list price. The original experiment made on the first 
edition of Marshall’s Principles was successful, and the 
publishers rapidly extended the system. In 1895, both book¬ 
sellers and publishers formed trade associations to co-operate 
in working the system. In 1896, the Proprietary Articles 
Trade Association was formed to administer a similar system 
of price control in connection with drugs and chemicals. This 
was a composite association of manufacturers, wholesalers, 
and retailers which had considerable power, since it could cut 
off all supplies produced by member firms from any trader who 
was guilty of contravention. 

Explanations of the development of these price controls 
usually rest upon the use by dealers of the device of the “ loss 
leader,” together with the allegation of the existence of “ cut¬ 
throat ” competition among retailers. It is claimed that when 
the prices of proprietary articles were “ free,” retailers cut 
them so drastically that many dealers were put out of business 
and manufacturers found that the number of traders willing 
to stock such products was diminishing. Again, large stores 
were said to be particularly bad offenders in that they were 
in the habit of offering such goods “ below cost ” in order to 
attract purchasers for other goods, and that when the power 
of the ” leaders ” to achieve this purpose was ended, the stores 
dropped the lines in question so that the manufacturer again 
found his outlets destroyed. 1 Although this type of explanation 
has been accepted officially, one acute observer of the problem 
has commented on the lack of evidence that price maintenance 
schemes were intended merely to deal with price cutting of the 

1 Findings and Decisions of a Committee Appointed to Incpiire into the 
Principle of Fixed Retail Prices, Cmd. 662, 1920, pp. 3-4. 
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''loss leader” type. "Rather, the purpose was to control 
price cutting per se .’’ 1 

Not all types of merchandise are suitable for use as " loss 
leaders.” It is desirable that the goods should be standardized 
so that the price saving is obvious to the consumer. Articles 
of furniture, for example, would not give good results, since 
consumers might suspect that price differences masked dif¬ 
ferences in quality which they were not competent to detect. 
Price differences between shops in respect of a well-known 
brand of household soap would be far less likely to arouse 
such suspicions. Again, potential loss leaders should be goods 
which appeal to a wide circle of consumers and should be 
such that they are bought fairly frequently, otherwise 
the inducement which they offer must be limited. Finally, 
the " normal ” price should not be too low since if it is, price 
cuts cannot then be appreciable ; neither must it be too high, 
for the market for the product is in such a case likely to be 
limited and the price cut will impose too great a sacrifice on 
the dealer. 2 Many advertised, branded goods obviously 
conform to these tests. Yet, the nature of the abuse com¬ 
plained of is by no means always clearly defined. We may 
distinguish the case where a product is sold below the pre¬ 
vailing price, a practice which may not involve the retailer in 
a loss at all, but merely means that he is content with a smaller 
gross margin than is customary. In contrast with this, there 
is the genuine " loss leader ” defined as " a product offered for 
sale at a price lower than its invoice or replacement cost, plus 
the average expense percentage of the vendor or the particular 
expense percentage allowable to it, on which the loss is expected 
to be recovered from the patronage attracted to other articles 
in the vendor’s general assembly.” 3 It seems probable that 
the first of these cases is of the greatest practical importance. 
It is also urged sometimes that the cutting is not so much a 
deliberate act of policy but is due to the ignorance of true costs 
of operation on the part of the dealer in question. Obviously, 
however, if a firm persistently cuts prices so as to impose upon 
itself continuous losses over a long period, it must be eliminated 

1 E. T. Grether, “ Resale Price Maintenance in Great Britain," Quarterly 
Journal of Economics, Vol. 48 (1934), P- 624. 

2 Seligman, Price Cutting and Price Maintenance, pp. 153-6. 

8 E. T. Grether, Price Control Under Fair Trade Legislation, p. 201. 
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from the trade. It is frequently said that in some trades the 
elimination of the ignorant price cutter produces no relief 
since ease of entry produces a continuous inflow of new—and 
equally ignorant—entrepreneurs. 1 That an occupation which 
is easily entered, such as retailing, does attract a proportion 
of the incompetent, cannot be questioned, but the fact is 
known and is therefore one of the features which more alert 
entrepreneurs must take into their calculations. To try to 
show the “ ignorant ” the error of their ways by prescribing 
price margins for them is merely to create new possibilities of 
disequilibrium, as will be shown below. 

All these practices involving interference with established 
prices, whatever their precise nature may be, are apt to cause 
considerable resentment on the part of competing retailers. 
Their resentment is fairly easily explained. If they cannot, 
or are unwilling to reduce prices to the new level, they may 
be faced with awkward—and often unanswerable—questions 
from a section of their customers, as a result of which they 
may lose a certain volume of sales. It is possible, moreover, 
that such losses will not be confined to goods which are the 
subject of the price cuts, but will extend to other articles as 
well. This is likely to be the case, for instance, where a genuine 
policy of “ loss leaders ” has been followed. As a consequence 
of all this, “ Shopkeepers in the neighbourhood of price cutters 
cease to stock the goods affected, or at any rate cease to push 
them, with the result that the manufacturer finds his sales 
falling off.” 2 This view calls for further consideration. 
Admittedly, to the extent that some retailers boycott the 
article, sales will fall off through such channels, but what of 
the volume of goods being sold through the cutter ? The 
normal consequence of a reduction in the price of a commodity 
is to stimulate consumption, unless the demand for the article 
happens to be inelastic. Hence we might expect to find that 
the effect of price cutting would be to divert custom from 

1 Moreover, it is urged that a further difficulty arises because "... the 
matter is not solved by a ‘ survival of the fittest ’ because the ‘ fittest ' may 
go out ot business when the danger marks begin to show, whereas the ignorant 
. . . may linger on indefinitely." Taeusch, Policy and Ethics in Business, 
pp. 309-10. If the "ignorant" linger indefinitely, however, it would seem 
to suggest that they are not doing too badly by their standards. 

2 Report of the Committee Appointed by the Lord Chancellor and the 
President of the Board of Trade to consider certain Trade Practices, p. 23. 
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other retailers to the price cutter and, at tlie same time, to 
cause the consumer to buy more. On this line of reasoning 
the sales volume of the manufacturer would increase, though 
the direction of his sales would alter. It is true that this 
position might not be stable if the article were being used as 
a genuine “ loss leader ” as defined above, but as already 
stated, the indications are that sales at cut prices are often 
still profitable to the price cutters. 

So far from such an expansion of sales occurring, however, 
it is widely claimed that sales fall off as a result of the practice. 
This was the conclusion, for example, of the Board of Trade 
Committee on Restraint of Trade which emphasized that 
“ These effects have shown themselves in a large number of 
trades, and the evidence as to the experience of all trades 
concerned was in substance the same/' 1 Unfortunately, 
however, the Committee did not publish the evidence on which 
this assertion was founded. An analysis which might possibly 
provide a theoretical basis of justification has been made by 
Mr. Henry Smith. 2 He found the view held by some business 
men that when a product had been advertised for a prolonged 
period at a given price, it then became unsaleable in any 
comparable quantity at a different price. Mr. Smith considers 
that if the case of “ inferior ” 3 goods be excluded a fall in price 
must eventually lead to an increase in demand, but this may 
be delayed for a period sufficiently long seriously to embarrass 
the producer, “ and may well outlast the period during which 
the fixed equipment of the firm remains unchanged.” 4 Mr. 
Smith considers that deviation from a customary price may 
cause the consumer to undertake a critical review of 
expenditure with a consequent reduction of the demand for 
the commodity in question. But this does not appear to help 
us very much with our problem, for such a review would 
appear to be most likely in the event of a price rise arid, indeed, 
Mr. Smith's own example, quoted from Wicksteed, visualizes 
such a case. 6 A second possibility appears at first sight to 

J Loc. cit., p. 9. 

2 “ Discontinuous Demand Curves and Monopolistic Competition : A Special 
Case," Quarterly Journal of Economics, Vol. 49, 1935, p. 542 ct seq. 

8 See J. R. Hicks, Value and Capital, pp. 28-9. 

4 Henry Smith, loc. cit., p. 543. 

6 Loc. cit., pp. 248-9. 
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be more helpful—“ where price is accepted as a specification 
of a commodity/' 1 Here, price and brand become associated 
in the mind of the consumer, the one being as important as 
the other. If the price is changed, “ it will be almost impossible 
for the consumer to be quite sure that the quality of the product 
remains the same/' 2 Such suspicions may be entertained by 
consumers in very special cases, particularly those catering 
for exclusive “ luxury ” markets. As a rule, however, the 
attention of the consumer would seem to be directed to the 
brand rather than to the price , and if price cutting produced 
any widespread reaction of the type stated, then it becomes 
very difficult to see how a policy of loss leaders could ever 
hope to succeed, depending as it does upon the power of a 
price reduction to attract customers. As Professor Plant 
remarks : "It is very likely that the general public is irritated 
to discover that it need not have paid more than is. 6d. for 
a box of patent medicine for which it has always given is. lid., 
but is it on that account any less likely to believe that it is worth 
a guinea a box ? ” 3 

Another suggestion to attempt to account for the fall in 
sales when price cutting occurs is to the effect that the national 
advertising of branded goods increases the elasticity of the 
demand for the product from the individual retailer whilst 
reducing the elasticity of demand for the product as a whole. 
" The price cutter’s increased sales will therefore come, for the 
most part, from his rivals/’ 4 rather than from any overall 
increase in demand. Admittedly, advertising, by destroying 
the critical faculty of the public, may create inelasticity of 
demand when price rises, but can we say that the same will 
be true when price falls ? There seems no warrant for the 
assumption that the gains of the price cutter are purely diver¬ 
sionary sales as against an expansion of sales. There must 
surely exist for most widely advertised articles a " fringe ” of 
potential consumers for whom the " normal ” price is too high 
but who will be attracted when it is cut. In support of this 
may be cited the fact that not all manufacturers exert them¬ 
selves to stop price cutting. Moreover, one writer points out, 

J Loc. cit., p. 249. 

2 Loc. cit., p. 550. 

^Economic Journal, Vol. XL1I, 1932, p. 145. 

4 T. H. Silcock, Economic Journal, Vol. LXVIII, 1938, p. 47. 
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on the basis of American experience, as a disadvantage of price 
maintenance that, for the manufacturer practising it, " any 
increase in the volume of business in the price-cutting stores 
which resulted from their low prices will be cut off/' 1 with the 
implication that such expansion is likely in many lines. 

In explaining the attitude of manufacturers to price main¬ 
tenance, therefore, it seems unlikely that the " loss of sales " 
argument is of wide application. It is true that the practice 
may well serve the interests of some manufacturers and that, 
as Professor Plant has suggested, 2 others may have followed 
“ without appreciating that the fine balance of considerations 
that justified it in the one case, is quite inapplicable to their 
own peculiar problems." It is also possible that the cost of. 
making a price change in modern conditions is sometimes a 
factor leading manufacturers to seek to hold prices constant. 
A concern with national distribution must go to considerable 
expense to inform all dealers of impending changes and must 
recast its advertising to the public. 3 Here, again, however, 
this raises the question of the necessity for the manufacturer to 
advertise a fixed price for the retail sale of his goods in the 
first place. Consequently, the most relevant explanation of 
the behaviour of manufacturers in this respect is the possibility 
that retailers, through their trade associations, may be in a 
position to bring pressure to bear on the manufacturer unless 
he takes measures acceptable to them against the price cutter. 
This is borne out to a certain extent by the organizational 
procedure for enforcement of fixed prices which usually takes 
the form of co-operation between manufacturers and distrib¬ 
utors. Price maintenance “ is not forced from the top down 
upon reluctant dealers, but is administered jointly. Coercion 
by threat of boycott or of substitution more frequently 
emanates from the dealer group than from manufacturers." 4 
Without the active support of a body of dealers, the practice 
of price maintenance would almost certainly break down. 

The latent instability of the system is underlined by the 
machinery of enforcement which has to be established. In 

1 See F. E. Clark, Principles of Marketing, p. 463. 

2 Some Modern Business Problems, pp. 335-6. 

8 J. K. Galbraith, “ Monopoly Power and Price Rigidities/’ Quarterly Journal 
of Economics, Vol. 50, p. 470, note. 

4 E. T. Grether, Quarterly Journal of Economics, Vol. 48, 1934, P* 625. 
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this connection, action by individual firms would certainly be 
very expensive and would, in the majority of cases, be 
ineffective. Action is therefore taken through the medium of 
various types of association, as already indicated, and even 
these are by no means uniformly successful. Complaints of 
violation of the price maintenance agreement usually originate 
with individual dealers or their associations, which act as 
volunteer detectives in this matter. If formal evidence is 
required as a preliminary to action, “ shoppers " are employed 
to make purchases from suspected dealers. The detection of 
offenders may be relatively easy in the case of consumers' 
goods of low unit value where direct cutting is the usual 
method. In the case of more expensive articles, however, 
violations may take the form of indirect price cuts, and these 
are far more difficult to detect. Examples of such devices 
are special discounts and bonuses, cash refunds, free gifts or 
special free services, and the like. 

When the " offence " is established, subsequent proceedings 
depend entirely on the strength of the association. Legal 
action for breach of contract may be possible, but is rarely 
resorted to in practice. The offender is usually served with a 
preliminary warning which, in the case of a strong association, 
as in the photographic materials trade, generally settles the 
matter. If, however, the association is weak, probably nothing 
further can be done. Thus the Grocers' Proprietary Articles 
Council is only partially successful in securing enforcement 
because it has so far been unable to obtain the full co¬ 
operation of manufacturers through inadequate pressure on 
the part of retailers. 1 

If persuasion and threats are of no avail, the association 
which has the requisite power will proceed to place the name 
of the price cutter on a published “ Stop List." This usually 
has the effect of compelling suppliers who are members to 
refuse further supplies not only of the goods whose prices have 
been cut, but all others as well. The use of this weapon has 
developed considerably during the inter-war period. The 
Committee of Inquiry under the Profiteering Act of 1919 cited 
the use of the Stop List as an “ extreme case " and said that 
it had received no evidence that such a step had actually been 

1 Manchester Guardian Commercial, 26th August, 1938. 



PRICE POLICY 


247 

taken. 1 By the time of the “ Restraint of Trade ” Report of 
1931, however, there was ample evidence of the use of the 
device by a group of trade associations having sufficient power 
to enforce it. 2 This was due in no small measure to the 
attitude of the Courts with respect to such practices. It was 
decided that the use of the Stop List to enforce resale price 
maintenance was a reasonable and legitimate means of pro¬ 
tecting trade interests. 3 Again, the House of Lords finally 
settled in 1937 that a trade association may demand of a 
trader—whether a member or not—a fine as the price of 
refraining from putting his name on its Stop List. 4 It is 
possible to argue, of course, that the recognition of this power 
to impose fines is to provide a safety valve against the necessity 
for drastic action by the withholding of supplies. But no 
guidance was given by the Courts as to the permissible limits 
of such fines and coercive power of this type is obviously open 
to grave abuse “ for in practice the line between deterrent and 
designedly ruinous fines may be difficult to draw.” 5 

Despite the possibility of such formidable powers of enforce¬ 
ment, however, success in price maintenance schemes is usually 
only relative. The effectiveness of enforcement will depend, 
in the first place, on the number of firms in the trade. If 
the number of manufacturers and the number of dealers is 
limited then the possibility of securing the required degree of 
co-operation is strong. But a limited number of manufacturers 
faced by a large number of retail outlets may fail to exercise 
the desired control. If both manufacturers and dealers are 
numerous, as in the grocery and confectionery trades, the 
possibility of enforcing price maintenance is small. A second 
factor, closely related to this, is the complexity of channels of 
distribution. Where there is direct distribution from manu¬ 
facturers to specialist retailers (i.e. those handling only the 
one class of goods) the problem of enforcement is again greatly 

1 Cmd. 662, p. 5. If from this we are intended to infer that the device was 
not used, contradiction of the view can be found in H. W. Macrosty’s The 
Trust Movement in British Industry, pp. 249-55—written in 1907. 

2 See Report, pp. 12-13. 1 

®For a discussion of the legal aspect, see E. W. White, “ Competition and 
the Law " in The Journal of Comparative Legislation and International Law 
Vol. XIX. 

4 Thorne v. Motor Trade Association, [1937] 3 All E. R. 157. 

b The Economist, 19th June, 1937, p. ^ 7 2 - 
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simplified. But where distributive channels are intricate, or 
where a considerable volume of goods is handled more or less 
as a sideline by dealers outside of the “ regular ” trade, 
enforcement of fixed prices may be almost impossible. This 
is due in no small measure to the difficulties of tracing the 
source of supplies handled by price-cutting firms. 

Then there is the nature of the goods themselves. If they 
are good “ loss leaders ” there is a natural incentive to cut. 
The existence of a second-hand market opens wide possibilities 
for evasion, as in the case of the motor trade. Again, in any 
trade subject to seasonal demand, or to marked style and 
obsolescence factors, price maintenance may be virtually out 
of the question. Finally, account must be taken of the 
strength of the opposition to the system within the trade itself 
since, as a general rule, as already pointed out, without strong 
support from dealers, the system will not work. Strongest 
opposition is likely from large-scale retailing units, such as the 
departmental stores and multiple shops, and also from the 
co-operative movement. If a considerable part of the volume 
of sales has to be made through such “ unfriendly ” channels, 
the impetus to price maintenance is likely to be weak. 1 

An element of instability is introduced into the system by 
reason of the fact that the price of the article must be fixed at 
a uniform minimum over a wide geographical area. The wider 
this area, however, the higher this minimum price is likely 
to be. The manufacturer must allow all retailers the same 
margin but his own selling costs (including transport) will 
increase with the distance. 2 In all probability, price will not 
be fixed so as to cover the cost of sales in his most distant 
markets but some intermediate figure will be adopted. Hence, 
local sales, made at a lower level of cost, subsidize sales in 
more remote areas. These local sales, which could be made 
at a lower price in the absence of the system, are checked and 
local competition is stimulated. This may lead to low-cost 
dealers either introducing rival lines to undersell that which 

J For full discussion of these points, see E. T. Grether, Resale Price 
Maintenance in Great Britain. 

2 " In the absence of price controls, prices should rise gradually with delivery 
costs and decline with a decrease in operating costs. Normally, the outcome 
of these dual influences should make for higher prices in outlying areas of 
smaller sales volume and lower prices in congested, inlying centres with large 
sales volumes." Grether, op. cit., p. 312. 
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is price maintained, or the situation may tempt them to cut 
prices. In this respect, price maintenance produces the para¬ 
doxical result of encouraging price cutting. 

Again, the gross margin is likely to be increased and the 
selling price fixed higher if it is desired to distribute through 
a large number of selling points. The margin must be such 
as to cover the requirements of the least efficient of the outlets 
through which it is desired to sell. Unless a margin is allowed 
sufficiently great to satisfy retailers with the lowest volume 
of turnover, they will refuse to stock the goods, or will push 
the sales of rival lines at every opportunity. It is stated, 
however, that the Proprietary Articles Trade Association 
endeavours to check competition which takes the form of 
offering a higher retailers’ margin than that usual in the trade 
by refusing to place goods with an “ unreasonable ” margin 
on their protected list. The test of reasonableness, however, 
is that of trade custom rather than of operating efficiency. 

The fact that the system of resale price maintenance does 
not allow the more efficient shops to reduce prices to the 
consumer has repercussions on the structure of the retail trade. 
It permits the less efficient shops to continue in existence, and 
contributes to the redundancy of retail shops which is so 
frequently lamented by organizations of retailers. The argu¬ 
ment that the margin is fixed to allow for " average ” efficiency 
fails to carry conviction, since such a standard is inevitably 
vague and its very existence tends to preclude improvement. 
Arising from this it is sometimes urged that the abolition 
of price maintenance would involve the displacement of 
the small shop by the large unit. This contention rests upon 
a confusion of size with efficiency and assumes that the large 
shop is inevitably the cheapest. In any case, if the argument 
were correct, and the large shop could give the consumer the 
service which he requires at a reduced margin of cost, then 
some very strong reason would be needed to justify his being 
deprived of this benefit. In actual fact, of course, there is no 
reason for believing this statement to be invariably true, since 
the small shop often provides convenience or services for which 
the consumer is quite prepared to pay. So long as the demand 
for these extra services continues, the small shop will 
survive. 
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The more efficient shops, large or small, may compete in one 
of two ways. They may ignore the price maintenance agree¬ 
ment and cut prices—a course of action which may lead to a 
stoppage of supplies. In certain cases, however, as already 
pointed out, manufacturers may ignore the price cutting in 
areas where the agreement can be enforced only with difficulty. 
This policy is facilitated by the comparative isolation 6f retail 
markets in different areas. Secondly, the more efficient 
distributive units can abide by the price maintenance agreement 
and compete on a " service ” basis, by multiplying the range 
of services offered to the public. This is by no means a desirable 
alternative since the public, if offered the choice, might well 
elect to have cheaper goods rather than goods plus unwanted 
services at a higher price. 

From the point of view of the consumer, the effect of the 
system must be to introduce an additional element of rigidity 
into the structure of retail costs, and, consequently into the 
cost of living. The Board of Trade Committee which inquired 
into the practice in 1931 stressed the stability of the prices of 
branded goods subject to price maintenance—a fact which 
must be detrimental to the consumer in times of falling prices. 
It is, of course, contended that the prices of goods subject to 
these agreements must be fixed on a “ reasonable ” basis since 
they have to face the competition of rival brands. Thus, in 
considering whether price maintenance is likely to result in 
the exploitation of consumers, Professor Copeland concludes : 
“ The goods for which manufacturers typically desire to have 
resale price maintained are in competition with other mer¬ 
chandise of the same sort and with various substitute articles. 
There is no serious danger that consumers will be exploited by 
any such scheme. They would merely be prevented from 
securing the benefits of extreme and often predatory com¬ 
petitors/' 1 

This view is very difficult to accept. Competition on the 
basis of rival brands is a struggle between rival monopolists. 
This implies that the market is divided up amongst a number 
of competing brands, the number of firms is such that the scale 
of production diverges from the competitive optimum and the 

1 “ Resale Price Maintenance,** The Encyclopaedia of the Social Sciences , 
Vol. XIII, p. 329. 
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cost of production is raised. The consumer is therefore 
deprived of the benefit of competitive prices. Moreover, to 
the extent'that “ conventional'’ margins are accepted in a 
trade, the competition of rival brands is of even more limited 
benefit to the consumer. 

It is possible to obtain some idea of the effects of uniform 
minimum retail prices on the consumer from experience in con¬ 
nection with the milk marketing schemes. This is not a case of 
price maintenance in quite the same sense as that in which the 
term has been used above. Moreover, the Milk Marketing Board 
exercises a statutory monopoly over the sales of liquid milk, 
though not over the sales of substitutes such as the various 
forms of condensed milk. Yet, the analogy is sufficiently close 
to be instructive. The general effect of the scheme has been 
to bring about a levelling of retail prices throughout the 
country. This means that consumers situated in areas of low 
cost of production, or where the costs of distribution are less 
than the average, pay more than formerly, and there is evidence 
that consumption has been checked in comparison with what 
it was when such consumers were free to get this benefit. In 
the milk marketing scheme, as in price maintenance schemes, 
the minimum retail margins are fixed so as to cover distributors 
of widely varying efficiency. Thus, a Committee of Investi¬ 
gation in 1936 found that the co-operative societies and certain 
large distributors could work on a much finer retail margin 
than a large number of small distributors. Yet, the 
efficient firms cannot stimulate their .sales to increase the 
efficiency of the distributive trade as a whole by lowering 
prices to the consumer. It would seem that these con¬ 
clusions should be equally applicable to price maintenance 
schemes. 

Problems of Trade Discounts 

The margin which is allowed by one member of a trade to 
another—for example, by the manufacturer to a wholesaler— 
should, in theory, be such as will cover the cost of the services 
rendered by the intermediary in question in selling the 
commodity. Included in these costs will be such remuneration 
as the intermediary requires to induce him to remain in the 
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trade. Let us suppose, in the first place, that the inter¬ 
mediaries whose margin is under consideration handle only 
the one commodity. If the manufacturer could sell as much 
as he liked through wholesalers, retailers, or direct to the 
consumer, the margins would be set exactly by the difference 
in cost of supplying through each of these three types of 
channel. If the cost of supply is rising, then the aim will be 
to equalize not average, but marginal, cost with the margin 
allowed. In practice, however, the manufacturer may find 
that one type of outlet is difficult to expand further. For 
example, given his margins, direct sale to the public may be 
the most profitable method of distribution. But an expansion 
of direct selling may be possible only if he either lowers the 
selling price or incurs a great deal of extra selling cost. One 
outlet may be far more profitable than another, but when the 
sales volume has reached the point where marginal revenue 
is equal to marginal cost, no further expansion through that 
outlet will occur. 

All this assumes, however, that all firms engaged in a given 
stage of distribution, say retailing, are of the same degree of 
efficiency, since it will obviously be impracticable for the 
manufacturer to negotiate with each one separately. It follows, 
therefore, that a margin which is satisfactory to one will be 
more than adequate for other firms. This will not matter if 
all firms handling the goods are free to set their own selling 
prices, but if attempts are made to control the price of resale 
then, as discussed in the last section, an unstable situation is 
likely to emerge. Again, distributors rarely handle one product, 
but often stock hundreds. Suppose that a manufacturer 
wishes to interest distributors in an additional product, on 
what should the margin depend ? We can, at any rate, fix 
the minimum. The margin must be such as to yield a revenue 
to the distributor sufficient to cover the extra expenses which 
the dealer incurs by reason of his handling the product. 
Evidently, as before, these would vary from one concern to 
another so that the margin would have to be fixed sufficiently 
high to interest the required number of distributors. If the 
margin were to be fixed in this way, however, it would be 
unlikely to secure ready acceptance. The manufacturer would 
be paying the special expenses incidental to the handling of 
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his product, but would be obtaining the general services of the 
firm free of charge. Suppose, for instance, that the salaries 
bill for commercial travellers was unaffected by the handling 
of the new line, so that the minimum margin, as calculated 
above, would take no account of this item. The manufacturer 
would be getting the benefit of this part of the distributor's 
sales service free of cost, and the same would apply to a range 
of other expenses. Admittedly, the firm would be no worse 
off, but other manufacturers on becoming aware of the situation, 
would be likely to press for a reduction of margins also. This 
type of situation does exist and is prone to give rise to trouble 
in another connection. It lies at the root of the practice 
whereby a distributor in one line of business “ poaches ” in 
an entirely different field and stocks lines of goods apart from 
his main business. He is often prepared to handle these at 
a price which covers marginal cost to him but which is much 
less than the marginal cost of the “ regular '' dealer. From 
this arise complaints of price cutting and of unfair com¬ 
petition. 

The usual solution put forward is that of basing margins 
on a figure which includes a “ fair contribution '' to overhead 
charges, which are a joint cost for the whole of the firm's 
turnover. But as our discussion of costing problems has 
already shown, this formula begs the whole question. No 
logical basis of allocation exists, and resort can be had only 
to some arbitrary basis where widely different answers will be 
obtained according to the choice of factors made. All we know 
is that the joint return from all lines handled must cover the 
total expenses and leave a satisfactory net revenue to the firm. 
This certainly has the effect that some lines handled “subsidize " 
others—for example, lines in active demand from the business 
subsidize slow-moving items—though this fact tends to be 
hidden. 

In view of these difficulties of determination, we might 
expect to find that the decisive factors would be the margins 
offered by other manufacturers, or minima prescribed by trade 
organizations. These certainly exert an important influence, 
though their connection with the cost of service of a large part 
of the trade is very remote. Yet, even where margins are fixed 
under resale price maintenance arrangements, they vary from 
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article to article within a trade ^ For example, the Proprietary 
Articles Trade Association advocates a retail margin of 25 per 
cent of selling price, and a wholesale margin of 12J per cent. 
In practice, a wide range of retail margins is found, most of 
which are wider than those prescribed by the association. 

In arriving at the margin in any particular case, much depends 
on the reputation which a branded article has acquired in the 
minds of the public. If no grocer can afford to be without 
Huntley and Palmer’s biscuits or Sunlight Soap, the manu¬ 
facturers of these products may well be able to enforce a 
reduction in the margins which they allow to distributors. 
Often, within a particular trade, margins tend to be reduced 
in the case of articles that are widely advertised, or those which 
have a long-standing reputation. On the other hand, if the 
manufacturer is in strong competition with rival brands, he 
may have to concede wider margins. As the Board of Trade 
Committee on Restraint of Trade pointed out, “ where a 
manufacturer has something approaching a monopoly, and 
where the interests of the public in the article is assured, either 
by advertising or owing to the article being in common use, 
the retailer’s margin may be reduced to a small percentage.” 2 

Since the manufacturer usually aims at a cut-and-dried 
policy in the matter of margins, a policy which can be applied 
automatically to all his sales, a decision will have to be made 
on the basis on which the margin is to be assessed. Is it to 
depend upon the function performed by the buyer, upon the 
quantity which he takes, or upon some combination of the two ? 
If quantity is taken as the criterion, this policy avoids the 
difficulties associated with the classification of distributors, 
and makes due allowance for any economies resulting from 
bulk transactions and from regularity of purchase. Here it 
may be added, however, that the quantity discounts often 
found in practice appear to have little relation to such economies 


1 Thus Professor Grctlier points out in connection with the P.A.T.A. 
that "... this association, which is the oldest and one of the most effective 
in Great Britain, has not developed standardization of margins between firms 
to the degree that might have been assumed a priori. The impact of 
associational price controls has produced uniformity of margins in the retail 
and wholesale business between establishments without introducing similar 
uniformity between manufacturers." Resale Price Maintenance in Great 
Britain, p. 227. 
a Report, p. 15. 
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but often owe much to custom and other arbitrary factors. 
Moreover, as Professor Arthur Lewis has shown, they may be 
used in imperfect markets as a device for maintaining or 
extending monopoly power. 1 A policy based on quantity 
discounts has the drawback however, of creating friction 
between distributors and manufacturers. Wholesalers, for 
example, are apt to be resentful since large-scale retailing 
businesses receive the same, or even better terms than they do 
themselves. This will not matter very much to the manu¬ 
facturer if the wholesale link is not regarded as of great 
importance, so that wholesalers are not in a position to damage 
the interests of the manufacturer. Again, in the absence of 
price maintenance, small retailers complain that the quantity 
discount enables the large stores to undersell them—a fact 
which may cause them to cease stocking the product or to 
push the sales of a substitute. An example of the type of 
friction to which the quantity discount gives rise is provided 
in the cigarette and tobacco trade where this plan is allied with 
a classification of dealers. Retailers whose orders reach the 
required minimum size are able to order direct from manu¬ 
facturers on terms almost identical with those available to 
wholesalers. Once a retailer reaches a turnover which enables 
him to buy from the manufacturers, the wholesaler loses an 
account which he may have helped to build up. 

If the basis of the discount is to be the position of the buyer 
in the trade, then the difficulties of classification arise. Large 
numbers of dealers will, of course, fall readily into the category 
either of wholesaler or retailer. But there also arises the 
troublesome question of the combined business as well as that 
of the retailer who claims to do a wholesale business on the 
strength of casual sales to shops smaller than his own. Then 
there is the problem of the large distributor, such as the 
multiple shop, which claims wholesale status for its central 
buying department. This contention is unlikely to be admitted 
in trades where wholesalers possess any degree of power since 
one of the main objects of classification will be to check such 
vertical integration of function. More than this, however, 
even the retailer is not always easily identified and clubs, 

1 “ Notes on the Economics of Loyalty/’ Economica, Vol. IX, 1942, 
especially pp. 336-340. 
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public institutions, school shops and works canteens are but a 
few examples of organizations which often claim privileges as 
retailers. Acceptance of their arguments invariably leads to 
dissatisfaction in the ranks of the “ regular ” retailers. 1 
Finally, there is the further complication of co-operative 
buying associations—groups of independent retailers claiming 
privileges as wholesalers, and groups of consumers claiming to 
be retailers. To these problems there is obviously no clear- 
cut answer, and the amount of attention which the manu¬ 
facturer must give to them depends largely on the strength of 
his position vis-a-vis the distributors. The solution appears to 
be at least as much a matter for business diplomacy as for 
economic analysis. 


discussion of this question is taken up again in Chapter XIII. 



CHAPTER 12 


THE ADMINISTRATION OF MARKETING 
THE RETAIL TRADE 

One of the consequences of specialization in production is to 
create a problem in market distribution. Producer and con¬ 
sumer are separated both legally and usually geographically 
as well—a statement which is true not only of the final con¬ 
sumer, but also of the concerns at the various stages of 
production. To the extent that these latter are integrated in 
one business, the marketing problem may be simplified, though 
others emerge in its place, such as those of co-ordination and 
control. It is often complained that the cost of distribution 
in modern conditions is high and rising, and the fact is fre¬ 
quently used as the basis of an indictment of some part or 
other of the economic process. We may at once concede that 
there exist practices which make the process of marketing 
unnecessarily expensive, by acting as an obstacle to cost 
reduction, but the fact that distribution costs are rising is, 
of itself, no necessary indictment. To the extent that 
production becomes more specialized and more concen¬ 
trated, the costs of distribution must tend to become 
greater. The economies of large-scale production must be 
offset to some extent by the costs of market distribution. 

Marketing Functions 

The marketing problem is complicated by the varying sizes 
of the business unit at the various stages of the process of 
production, which have different technical optima. This means 
that at some stages supplies from a relatively large number of 
producing points have to be concentrated in order to pass 
through the hands of a much smaller number of enterprises. 
This fact may well have the result that there is scope for an 
intermediary to do the work rather than that the firms in 
question shall establish direct contact. In other words, the 
intervention of a firm can cheapen the impersonal operation 

257 
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of the market by performing some service which existing 
agencies are ill-equipped to undertake. Again, from such a 
small number of enterprises goods may have to be dispersed, 
either directly or through intermediaries, to the final consumer, 
and in the case of many consumers' goods, the degree of 
dispersion may be considerable. It is evident that the work 
of making contacts forms no small part of the marketing 
process since “ . . . millions of individuals and hundreds of 
thousands of concerns must seek one another out to dispose 
of their surplus goods and obtain goods which they want 
to consume. This necessity of searching for and making 
contacts with likely consumers and producers may be termed 
the contactnal task of marketing." 1 It is work under this 
heading which has been described as the provision of in¬ 
formation. 2 

The classification of marketing functions is dealt with in all 
manner of different ways by different writers. Thus, one 
writer distinguishes firstly the stage of preparation for the 
market, in which he includes assembling, grading, packing, 
and processing. Secondly, there is the “ selling ” stage, 
whereby the trader establishes contact with the ultimate 
consumer, in which is included market research, salesmanship 
and advertising. Finally, there are auxiliary services covering 
transport, storage, finance and insurance. 3 Another work 4 
distinguishes between “ essential ” and “ non-essential ” 
marketing functions and includes in the former the provision 
of information already mentioned ; it also includes a group of 
activities connected with changes in the physical state of the 
goods, such as sorting, grading, packing and preparation ; 
finally, there is transport, warehousing and the financing of 
stocks. Amongst the “ non-essential ” functions this work 
places market research and advertising to the extent that these 
aim at diverting demand rather than at giving or seeking 
information. 

*R. F. Breyer, The Marketing Institution, p. 6. 

2 D. Braithwaite and S. P. Dobbs, The Distribution of Consumable Goods, 
Chapter III. 

3 See J. Stephenson, Principles of Business Economics , 2nd. Ed. p. 509. 
Professor R. B. Forrester provides a similar list in the Report upon Large 
Scale Co-operative Marketing in the United States of America, Ministry of 
Agriculture and Fisheries, Economic Series No. 4, p. 9. 

4 Braithwaite and Dobbs, loc. cit. 
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These classifications show clearly that " marketing ” and 
" production " (in the narrow sense of the term) are by no 
means clearly separated. Vertical disintegration resulting 
from the continual search for economies has separated the 
“ producer " from the " distributor," but the separation is 
far from clear-cut or complete. In dealing with factory 
products, it is true, the distributor may nowadays act 
in most cases as a pure trader, but in handling agricultural 
produce he may still undertake various “ processing" 
activities. 

Convenience Goods 

In marketing goods through the retail trade a manufacturer 
has three courses open to him. He may try to get distribution 
through the largest possible number of outlets, large or small, 
so that his product is always readily accessible to the consumer. 
Secondly, he may concentrate on shops which are located in 
a recognized shopping centre. Finally, he may sell through 
a limited number of carefully selected outlets in each city and 
may even limit his selection to a single outlet which is given 
an exclusive agency. Generally, one or other of these methods 
will be consistently adopted—that is, he will not normally use 
one method in one town and a different method in another. 
The basis of selection will depend on the class of goods being 
handled in relation to the buying habits of the consumer. 
As stated by Professor Copeland, these may be considered as 
convenience, shopping, and speciality goods. 

Convenience goods are defined by Copeland as “ those 
customarily purchased at easily accessible stores." 1 In respect 
of such goods, which include a range of articles of everyday 
consumption such as groceries, bread, cigarettes, and news¬ 
papers, the consumer wants prompt satisfaction of his require¬ 
ments with the minimum of trouble to himself. The unit of 
purchase is frequently small, which implies that it is not worth 
a journey to obtain the goods in question and, as a corollary, 
goods are generally bought at fairly frequent intervals of time. 
Such goods may therefore be bought in a shop near the 
consumer's private residence, near his place of business, or on 

1 Principles of Merchandising, p. 28. 
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a route over which he travels regularly as, for instance, on his 
way to work. 1 

Manufacturers of convenience goods, in view of these 
characteristics, must place their products on sale in as many 
stores as possible in the market area in which they serve. In 
such a case restricted distribution is useless as a general rule. 
The manufacturer will attempt to protect himself against the 
substitution of rival brands by retailers who do not stock his 
product, for the retailer on being asked for a brand of an article 
which he has not got, will often try to sell something which he 
will claim is either “ just as good/' or even “ better than ” the 
line asked for. If, however, the consumer has developed 
strong prejudices in favour of a particular product, this 
substitution may be out of the question. If this is so, buying 
will be deferred but consumption may also be reduced—as in 
the case of things like chocolates and cigarettes. In the case 
of such goods, the same thing would be likely to occur if the 
number of retail outlets were restricted by a licensing scheme. 
Thus, it has been stated that in the tobacco trade " It is unlikely 
that fewer outlets would mean fewer sales, once the public 
became accustomed to the limitation and provided the number 
did not drop below 60,000 or so.” 2 Such a general reduction 
would, of course, apply to all manufacturers alike, but might 
well be attended by some reduction of total consumption 
because of a reduction in the opportunities of buying. 

Given this need for widespread distribution at convenient 
points, what channels should the manufacturer employ ? The 
type of business which is most widespread is the small independ¬ 
ent shop or “ unit store,” defined by Professor Copeland 
as ” a store without an elaborate departmental organization 
that is owned and managed as an independent unit for the sale 
of goods through personal salesmanship.” 3 The great difficulty 

1 In the case of household requisites there is much to be said for the " local " 
shop situated close to the home of the consumer. “ Visits to them take little 
time or trouble and cause no expense for fares. The consumer who is aged, 
infirm, or the mother of small children can visit the local shop without much 
difficulty when an expedition to the shopping centre a mile or two away 
would be out of the question. Children can easily run errands to the local 
shops. Frequent purchase of perishables is simple. Delivery is less needed 
when goods have only to be carried a short way.” P.E.P. Broadsheet No. 
202, 23rd February, 1942. 

2 Manchester Guardian Commercial, 29th July, 1938. 

8 Journal of Political Economy, Vol. XXVIII, 1920. 
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in selling through these outlets is that of covering them all, the 
number being so great, particularly in the trades nov^ being 
considered. For example, to take a number of convenience 
goods trades selling manufactured goods, the number of retail 
outlets in the United Kingdom has been estimated 1 as follows:— 


Grocers .. .. . . .. .. 80,000 

Tobacconists .. .. .. .. 24,000 

Confectioners (sweet shops) .. .. 49,000 

Chemists .. . . . . . . 15,250 

Ironmongers .. . . . . . . 13,500 


In dealing with such large numbers, there is not only the 
physical difficulty involved in " covering ” them, but also the 
trading risks associated with the extension of credit. These 
may be overcome in certain instances by the employment of 
wholesalers, a point to which we shall return in the next chapter. 

An alternative method of distribution for convenience goods 
is that of the chain store or multiple shop. This is a group 
of retail shops or service units, dealing in the same line of goods 
or services under a single ownership and centralized mangement. 
This type of enterprise in general appears to have expanded 
most rapidly in convenience goods trades, though it must be 
remembered than many of these organizations are purely local 
and have resulted either from the expansion of a successful 
independent shop or by the absorption of a group of inde¬ 
pendents. The larger chains are organized on a regional or 
on a national basis, though it is the latter which show the 
features generally associated with this type of organization. 
Their share of some branches of convenience goods trades is 
considerable ; one multiple chemist business claimed before the 
war about one-sixth of the total trade, whilst grocery multiples 
are thought to control an even greater proportion. 2 

Although it is possible to find examples of multiple shop 
organization in most branches of retailing, they are not equally 
successful even in all convenience goods trades. The conditions 
for greatest success would appear to be a line of business which 
handles necessities rather than luxuries, which can obtain a 

x The Economist , 27th April, 1946, p. 678. These figures are understated 
lor there are some 90,000 shops which could not be classified, selling anything 
from grocery and drapery to stationery. These are not included in the above 
figures. 

2 See L. E. Neal, Retailing and the Public, p. 29. 
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rapid turnover, where the goods are capable of being carried 
away by the customer in order to facilitate " cash and carry ” 
trading, and where merchandising permits centralized and 
standardized executive control. These conditions are satisfied 
in the grocery and provision trade in which multiple shops have 
operated with considerable success. It is possible to limit the 
range of goods and to standardize them so as to secure all the 
economies of bulk purchase. In contrast, however, in the field 
of hardware certain of these conditions are not satisfied. A 
wide range of stock has to be carried in this line of business, 
with a consequent low rate of turnover in many lines. The 
variety of the stock range, again, makes centralized control of 
stock extremely difficult and the costs of carrying the stock 
are heavy. This operates to debar multiple shop organizations 
from the field, though it has not prevented the “ bazaar ” 
multiples from competing in the sale of those parts of the 
stock-in-trade which lend themselves to display such as tools 
for the home, screws and a variety of metal fittings. 1 

The advantages of the chain store in the convenience goods 
trade have been summed up by Copeland in the following 
statement : " A chain store company in the convenience goods 
trade combines the advantages of large-scale buying and small- 
scale selling. The buying for all the stores is centralized and 
the reserve stocks are carried in a central warehouse, whence 
deliveries are made at frequent intervals to the individual 
stores. These stores, instead of attempting to attract customers 
to the big trading centres, are located at easily accessible points 
in order to conform to the buying habits of the consumers. " 2 
Much of the success of the business is to be ascribed to 
standardization in the various aspects of business operation— 
in the stock range, selling methods, prices and so on. This, 
however, entails centralized control and a minimum of 
discretion left to local managements. The multiple shop is 
precluded from activities where this central control is out of 
the question. The granting of credit, for example, is obviously 
something which calls for decentralization of responsibility. 
Consequently this service is not usually given by the multiple 
shop—a fact which is responsible for a saving in its operating 

J See The Manchester Guardian Commercial, 22nd July, 1938. 

2 The Principles of Merchandising, p. 45. 



ADMINISTRATION OF MARKETING—RETAIL TRADE 263 

expenses, but which must also affect its turnover in some 
measure too. 

Within the field in which standardization is possible, it 
brings economies of operation. For these, however, a price 
is exacted in the form of certain diseconomies prominent among 
which “ are the danger of routine, the difficulty of supervising 
a large and scattered staff and the costliness of the admini¬ 
strative machinery involved/' 1 The work of supervision of the 
branches imposes a heavy burden of cost. In addition, how¬ 
ever, there is said to be the difficulty of devising a system which 
will lead branch managers to act with the same initiative as 
they would show if they were independent entrepreneurs. In 
certain matters, of course, this is not required, since decisions 
are already taken by the central administration. 2 The 
difficulty seems to be to get the degree of initiative required in 
the remaining functions. The problem is intensified by the 
fact that a relatively large proportion of such jobs have to be 
created. This problem would seem to be incapable of any 
complete solution. A man who has the initiative of an 
independent entrepreneur is likely either to seek to occupy such 
a position or at any rate one which gives his abilities their 
greatest scope. He is unlikely to be satisfactory in a position 
where many matters have to be taken out of his hands com¬ 
pletely and settled centrally. 

The multiple shop will almost invariably buy its supplies 
direct from the producer where its policy is to rely on outside 
sources of supply. In the case of a large organization, the 
concentration of buying power is considerable, and not 
infrequently the whole of the competitive power of the multiple 
shop is ascribed to purchasing economies which make it 
possible for the business to quote keener prices than the 
independent shop. What happens, of course, is that the 
chain store integrates with the organization of the whole¬ 
saler, but this arrangement will not show any saving of 

^raithwaite and Dobbs, op, cit., p. 251. 

2 Thus, referring to Canadian conditions, it has been said : “ The chain 
store lccal manager has neither connection with nor responsibility for 
purchasing. Nor has he much discretion in the choice of goods to be handled, 
the cost at which they are charged to him, or the price at which they are sold. 
In all respects but one, he is less a manager than a chief clerk. The only 
thing left to him to ' manage ’ is the cost of store operation.” Report of the 
( Canadian) Royal Commission on Price Spreads, 1935, p. 219. 
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cost unless it enables the distributive functions to be per¬ 
formed with greater efficiency. The mere “ elimination of 
the wholesaler ” does not of necessity produce any economies 
at all. The limitation of stock range of the multiple shop 
organization may produce economies in its “ wholesaling ” 
activities, as compared with the independent wholesaler. 
Again, because of integration with retail outlets, information 
about consumer demand may be superior to that available to 
an independent business. Again, the possession of ample 
liquid resources may enable the utmost advantage to be reaped 
from the power to pay promptly. In general, however, it is 
inaccurate to over-stress this aspect of chain store activity and 
a large part of its success is due to the attention paid to other 
aspects of merchandising. 

One aspect of multiple shop buying power which deserves 
attention is the possibility of its using this to 0 squeeze ” 
manufacturers. Once the connection is formed, the chain 
store presents itself as a tempting large-scale outlet for a 
manufacturer. No longer need he worry about making contacts 
with a multiplicity of retail outlets, but he can sell in bulk to the 
buying organization of the multiple shop. To do this, however, 
may be to deny himself the use of any other kind of outlet 
which will place him in a position of dangerous dependence 
upon the goodwill of the multiple shop concern. Moreover, 
in the case of branded articles, the multiple shop is likely to 
require that the branded goods which it distributes shall bear 
its own private brand and not that of the maker, on the ground 
that the goodwill of the public will rest with the owner of the 
brand. In this way, it has also circumvented price main¬ 
tenance schemes though there are obviously limits to the 
application of such a plan. The production of distributors' 
own brands by a manufacturer, however, obviously increases 
still further his dependence upon the retailing organization. 

Shopping Goods 

We come next to a group of consumers' goods which do not 
require regular and frequent shopping, as in the case of 
convenience goods. These “ shopping ” goods are defined by 
Copeland as “ seasonal commodities, novelties and small wares 
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for which each consumer desires to have a variety from which 
to make selection at the time of purchase .” 1 They cover 
goods which are the immediate concern of women such as 
women's and children's clothing, drapery, toys and, also, men's 
wear to the extent that this is purchased by their women folk. 
To a certain extent some of the types of goods in this class 
overlap with the convenience goods discussed in the last section. 
Thus, part of the stock of a retail draper comprises convenience 
goods, while part comes into the category of shopping goods. 
This may cause a big distribution problem for the manufacturer, 
since the two types of shop need a different approach. 

In the case of shopping goods, the actual purchase can 
usually be postponed until some time after the need arises. 
Hence the possibility of choice from a wide selection is more 
important than immediate proximity to the shop selling the 
goods. As a general rule, however, shops handling “ con¬ 
venience ” goods cannot stock the range and variety needed 
in the case of " shopping ” goods. A widened stock range will 
involve a change of location to a situation which is likely to 
attract a considerable number of potential customers in order 
to get a satisfactory rate of stock-turn. The retailer handling 
“ shopping" goods, therefore, will establish himself in a 
recognized shopping centre in close proximity to his com¬ 
petitors. In this there is no disadvantage to him for he must 
be situated so that his goods will be inspected and compared 
with those of other shops. If he sets up away from the 
shopping centre, he will lose much business because no such 
comparison will be possible—or only after much trouble, which 
consumers are not prepared to take. The decision on precisely 
what to buy and where to buy it is not taken by the consumer 
in advance of the visit to the shopping centre. 

Here, again, the independent shop plays a prominent part, 
whilst of the large-scale retailing organizations, the depart¬ 
mental store and the fixed price chain store are prominent in 
this class of business. In the nature of things, the multiple 
shop cannot play such a prominent part for, as we have 
already seen, an essential part of its technique is the limitation 
of stock range. Where it operates, it will usually be found 
that the type of market which it serves is more akin to that 

x Loc. cit., p. 67. 
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for convenience goods, or where the “ price ” appeal outweighs 
all other considerations. 

The organization par excellence in the distribution of shopping 
goods is the departmental store, basing its appeal, as it does, 
on an enormous variety of choice. 1 It grows by expansion on 
a central site in an attempt to sell an ever-widening range of 
goods to the same set of customers. It has been defined as 
a “ retail establishment handling several classes of goods, 
each class being separated from the others as regards manage¬ 
ment and location/’ 2 It was the pioneer of many innovations 
which have since become general to other types of retail unit 
such as freedom of entrance to the store, prices marked in 
“ plain figures,” the privilege of returning goods and getting 
one’s money back, and the liberal use of advertising. According 
to the estimate of Mr. S. B. Dobbs there are some 1000 depart¬ 
mental stores in Great Britain, and Mr. Neal claims that 300 
of them may account for per cent of the total retail trade 
of the country, 3 while the Board of Trade Retail Trade 
Committee put the total share at about 10 per cent. 4 

This type of enterprise brings together under one central 
administration what amounts to a large number of separate 
retail establishments. Indeed, when the device was first 
established in the United States, several companies simply 
leased space to the specialized departmental managers and 
provided in addition such services as heat, light and delivery. 
The manager himself owned the trading stock and assumed the 
incidental risks. Such leased sections are still to be found in 
the United States. For example, according to Copeland: 
“ One store, for instance, leases its phonograph department on 
a contract under which the proprietors of the store agree to 
furnish space, heat, light, delivery service, cash-carrier service, 
telephone service, janitor service, and display space in show 
windows six days out of every sixty. The employees in the 

1 Thus Mr. H. Gordon Self ridge has said : “I estimate that the modern 
department store is carrying twice as many different kinds of things as it 
did fifteen years ago. One hosiery department in our organization has 
10,764 different kinds of stockings. We have 12,000 different kinds of 
gloves, 5000 different kinds of handkerchiefs, 4000 different kinds of handbags, 
and 135 different kinds 01 toothbrushes/’ The Manchester Guardian 
Commercial, 4th January, 1935. 

2 J. Stephenson, Economics of the Wholesale and Retail Trade , p. 96. ~ 

3 Retailing and the Public, p. 20. 

♦Second Interim Report, p. 4. 
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leased section are selected by the lessee and employed on his 
account by the lessor, and several other specified services are 
rendered by the lessor. In compensation for these services 
and the use of the store’s facilities, the proprietors of the store 
receive 15 per cent of the sales in the leased departments.” 1 
This means, of course, that the central management avoids the 
formidable difficulties of effective merchandise control since 
each manager watches his own stock and purchases. As 
against this, no unified merchandising policy is possible under 
such an arrangement. On a restricted basis, however, it is a 
useful device for allowing a new and untried department to be 
added to the business with a minimum of risk to the manage¬ 
ment. 

In view of the characteristic feature of the department store 
as a series of specialized shops under one control, we have to 
ask wherein its advantage, if any, lies as compared with the 
independent specialist shop. In the first place, there is a 
possibility of savings through the centralization of functions 
common to all departments, such as accounting, sales pro¬ 
motion, personnel management, or delivery. These depart¬ 
ments, by operating on a large scale, can employ greater 
specialization and show savings as compared with the “ one 
shop ” independent retailer. Secondly, there is the possibility 
of “ linked ” sales, arising from the fact that customers 
attracted by one department may be led to make purchases 
in others. A further advantage which is often claimed for the 
departmental store—its power to buy in large quantities— 
needs some qualification. In this respect it may easily be 
outmatched by the multiple shop within its own special range 
of goods, whilst the specialist independent retailer may often 
have a turnover as large as that of the corresponding section 
of the departmental store. Subject to these qualifications, 
the “ mass buying ” power of the store is undoubtedly a factor 
to be reckoned with. 

The nature of the business imposes some diseconomies of 
some importance. In the first place, the central administration 
is faced with an extremely difficult task of effective control 
over such a heterogeneous type of undertaking. Stock control 
inevitably presents difficulties and these are all the greater 

1 Principles oj Merchandising, p. 87. 
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since the policy of the business calls for the holding of stocks 
of “ style ” and “ fashion ” goods subject to a high rate of 
obsolescence. Another difficulty arises from the traditional 
nature of departmental management which unites the pur¬ 
chasing and selling control in one executive—the departmental 
" buyer/' There is, of course, a substantial argument in 
favour of giving the person responsible for selling, a voice in 
the choice of what to buy, but it is undeniable that the tech¬ 
niques associated with the two jobs differ considerably, and 
are rarely associated in equal measure in the same person. An 
unsuitable alliance between the two must reduce efficiency by 
raising the costs of departments where it prevails, and there 
has been some discussion of the possibilities of separating the 
two functions and the provision of a suitable system of co¬ 
ordination between them. Such a separation has already taken 
place in those groups of departmental stores, co-ordinated 
under a single management, one of the chief objects of which 
is to obtain the economies of bulk purchasing. 

Yet another feature of departmental store distribution is its 
heavy expenditure on a variety of “ services ” associated 
with selling. Certain of these are designed to increase the 
attractiveness of the store as a shopping centre and include 
an unusually lavish capital outlay on a " palatial ” type of 
building. With the same end in view, other amenities are 
provided such as nurseries, rest rooms, and the like, which add 
to expenses without any direct contribution to revenue, and 
departments such as the restaurant which are often run 
deliberately at a loss. 1 Other selling services include the 
granting of credit, free delivery over wide areas, and the 
extensive use of expensive methods of advertising—particularly 
direct mail advertising. It is true, part of the responsibility 
for some of this expenditure must be ascribed, as already 
argued, to such devices as resale price maintenance which, by 
preventing price competition, leads what would be “ low-cost ” 
distributors to indulge in non-price competition. 


J lt lias recently been stated by a representative of the Retail Distributors’ 
Association that departmental store tearooms “ in general . . . amply pay 
their way, and impose no financial burden on customers who do not patronize 
them." The Economist, 15th July, 1944, p. 82. This is probably true under 
war-time conditions, but private information given to the writer is that the 
contrary was true in very many cases before 1939. 
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This factor, associated conspicuously with the departmental 
store but by no means exclusive to it, is of growing importance. 
As Professor A. R. Burns points out, expenditure on such 
competition is by no means easy to define satisfactorily. He 
suggests that : “ Any deduction from the basic price made 
with the object of increasing the demand for the product 
over what it would have been at that price (and all other 
prices) without such deductions, as well as all actual pay¬ 
ments with the same object, are selling costs arising out 
of non-price competition.” 1 Some selling services may enhance 
the value of the goods to the consumer and to the extent that 
they do this, their cost does not fall under the present heading. 
The line of demarcation, however, is hazy. An elaborate 
packing may serve the requirements of hygiene, but it may 
well go further than is strictly necessary for this purpose in 
order to tempt the consumer. Many of the services, such as 
free delivery, have to be paid for by those who dispense with 
them as well as by those who are glad to use them. “ For the 
small, old-fashioned retailer, the only tests of service were 
efficiency and cheapness ; for the modern departmental store 
success is measured all too often by the number and quality 
of the amenities offered—amenities which bear no real relation 
to the practical purpose of the commodities put up for sale.” 2 
There are reactions, however, against this tendency ; retailing 
organizations are continually developing which dispense with 
the " trimmings ” of service in exchange for price concessions 
—even, let it be added, the comparatively costless service of 
ordinary courtesy. Competition of this character, both in this 
country and in the United States, during the ’thirties, caused 
the departmental stores, for example, to review their policy 
in this matter of services with a view to their reduction. 

Speciality Goods 

Here we have a class of merchandise closely associated with 
shopping goods and not clearly distinguishable from them. In 
common with shopping goods, they have the characteristic 
that the consumer is prepared to face some inconvenience in 

1 The Decline of Competition, pp. 373-4. 

2 The Economist, 24th June, 1944, p. 848. 
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order to make his selection. To quote Professor Copeland once 
more : “ Speciality goods are those which have some particular 
attraction for the consumer, other than price, which induces 
him to put forth special effort to visit the store in which they 
are sold and to make a purchase without shopping. In 
purchasing speciality goods the consumer determines in advance 
the nature of the goods to be bought and the store in which it 
is expected that the purchase is to be made. Examples of 
speciality goods are men’s clothing, men’s shoes, high grade 
furniture, vacuum cleaners, phonographs, farm implements, 
and automobiles.” 1 

As indicated in the foregoing enumeration, men’s purchases 
are most important in this particular group for the goods are 
often of high unit value and are bought relatively infrequently. 
Consequently, a shop with a central location is indespensable 
if the necessary sales volume is to be secured. Moreover, such 
a shop cannot rely upon “ repeat ” orders, though the recom¬ 
mendations of satisfied customers may be very important. In 
certain cases, however, such a shop will hold a clientele either 
by the sale of accessories or “ joint ” products, such as the 
piano shop which sells sheet music, and so on. In the sale of 
such speciality goods a great deal will depend upon the brand 
or upon the reputation of the dealer. 

In the case of speciality goods we probably find the manu¬ 
facturer’s own retail branches used more frequently than in 
other classes of business. The conditions usually regarded as 
favouring manufacturers’ chains are here present. In the first 
place, the number of shops requisite to secure effective 
distribution is limited—a single shop in the central shopping 
district of a medium-sized town may be sufficient. This limits 
the capital which it is necessary to sink in the retailing side of 
the business and, what is possibly even more important, 
reduces the administrative problems of multiple branch control. 
Secondly, as has just been pointed out, the public does not 
“ shop ” when buying goods of this class, but attaches more 
importance to reputation than variety. Again, in many cases, 
the goods are such as to call for expert knowledge on the part 
of retail salespeople, and the manufacturer may be disinclined 
to trust the independent retailer in this matter. Examples of 

ULoc. cit., p. 103. 



ADMINISTRATION OF MARKETING—RETAtL TRADE 271 

goods to which this method of distribution has been success¬ 
fully applied are boots and shoes , 1 watches and sewing 
machines . 2 

An alternative method of retaining the necessary degree of 
control without actual integration with the retailing business 
is the device of the exclusive agency—that is, the appointment 
of a retailer to whom has been given the exclusive right to 
handle a certain product or line of products in a particular 
area. This device is clearly possible only for speciality goods 
as in other cases the adoption of the method would unduly 
restrict sales. If the plan is adopted a decision will have to 
be taken as to whether the dealer shall be required to give an 
undertaking not to stock rival brands. The manufacturer may 
feel that unless he secures such a restriction, the retailer may 
not promote his interests to the full. Yet, if the dealer under¬ 
takes not to sell competing lines, he may reduce his turnover 
appreciably. Even from the standpoint of the manufacturer, 
however, the success of the policy must depend upon the 
amount of “ consumer insistence " which he can build up for 
his particular brand. If a customer on entering a wireless 
shop and asking for brand X, walks out if that brand is not 
available, and goes from shop to shop until he finds it, the 
manufacturer of brand X can afford a policy of exclusive 
agencies. But if the customer is open to be convinced that 
brand Y, which is in stock, is just as good or better than brand 
X, then it is to the interest of the manufacturer of brand X 
to see that it is in every wireless shop. In any case, it appears 
likely that if a manufacturer does wish to distribute through 
dealers with exclusive rights, he will have to offer a fairly wide 
gross margin on the goods unless the prestige arising from 
holding the agency for brand X is such as to stimulate sales 
of non-competing lines of goods which the dealer can stock. 

Industrial Goods 

These goods may be said to comprise those things, both 
manufactured products and raw materials, which are used 

*To the extent that boots and shoes are a " shopping ” good, the policy 
of direct sale was being increasingly questioned before the war. 

*For a more detailed discussion of this point, see Braithwaite and Dobbs, 
op. cit., pp. 213-4. 



272 THE ADMINISTRATION OF BUSINESS ENTERPRISE 

for the purpose of production. Again, the limits of the market, 
are not easy to define. For example, a public institution may 
purchase laundry or bakehouse equipment for its own use, yet 
such a concern would not normally be regarded asa“ producer/' 
Again, one and the same person may fall in the industrial market 
for some of his purchases and the consumers' market for others. 
Thus, the farmer buys industrial goods such as tractors or 
fertilizers for his farm, and groceries or clothing for his personal 
use. Some goods, again, have outlets in both markets ; coal 
is a producers’ and a consumers’ good, whilst typewriters are 
purchased for home use as well as for use in commercial offices. 1 
In consequence of this, some firms sell in both markets and may 
encounter difficulties thereby since a mode of organization 
suited to the one market is not always appropriate to the other. 

It has been said that the industrial market, in contrast with 
the market for consumers’ goods, “ is easily located, isolated, 
analysed and measured." 2 This is true up to a point, as in 
the case of, say, rotary newspaper presses or coal-cutting 
machinery. For an article such as lubricating oil, however, the 
market is as wide or wider than that for many types of 
consumers’ goods. Again, it is often claimed that the unit of 
purchase is larger for industrial goods than for consumers’ 
goods. This is true, but a large number of relatively small 
sales may none the less have to be made. In Great Britain 
in 1936, for instance, there were more than 108,000 factories 
employing twenty-five workpeople or less so that manufacturers 
supplying anything in the nature of operating supplies have to 
deal with a large number of scattered outlets. A more important 
point, perhaps, is that the industrial buyer is probably on the 
whole a more discriminating buyer than the final consumer. 
He buys to a far greater extent on the basis of technical 
performance and is far less susceptible to the wiles of the 
advertiser. 3 In many cases, purchases of materials and com- 

J It often happens, of course, that the product differs somewhat as between 
the two markets. “Industrial" and “house" coals are often of different 
qualities, whilst the “ portable " typewriter is frequently the consumers' 
good. This differentiation is by no means clear-cut, however. Moreover, 
as stated above, the source of supply is usually the same. 

2 J. F. Pyle, Marketing Principler , p. 268. 

8 This fact has been recognized and attempts have been made to force the 
hand of industrial buyers where possible by advertising direct to the consumer 
and attempting to induce him to specifv certain materials. This has occurred 
in the trade in building materials and in the paper trade. 
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ponents are made on the basis of British standard specifications 
and not on the basis of brand names. In this connection; too, 
the industrial buyer may require his supplier to give him special 
technical advice on the best materials and appliances to use 
in appropriate circumstances, and ability to give such service 
counts for far more than the devices of “ slick ” salesmanship. 

Direct sales between producers and users is much more 
common in the industrial market than in the sale of goods to 
the final consumer. The relevant factors are somewhat the 
same in each case. Thus, the number of potential users and 
their geographical concentration will exercise considerable 
weight. If users are few, or the industry is narrowly localized, 
direct sale is more likely than if the converse is the case. 
Again, the size of the average purchase, the regularity of 
demand, and the speed of delivery which is required, as well 
as the credit rating of customers are important factors. Thus, 
in the printing trade, a considerable quantity of paper is 
distributed through wholesale paper merchants to small 
printers who buy ona" hand-to-mouth " basis in small lots—• 
sometimes in broken reams—and whose credit rating could be 
assessed only with difficulty by the manufacturer. On the 
other hand, if technical advice is frequently desired, the 
producer can most often best provide it and direct sale may be 
the rule in such cases. 

This factor of advice is clearly very important in the sale 
of industrial machinery. Here, then, sales may be made direct 
or sometimes through a manufacturers' agent who often 
controls an exclusive sales territory and handles equipment 
produced by non-competing manufacturers. Trade directories 
list some 500 to 600 machinery manufacturers whilst there are 
nearly as many machinery merchants. These latter, however, 
have a considerable interest in the handling of second-hand 
plant of which the annual turnover is very considerable. 1 

Distributive Co-operation 

Hitherto, our discussion has been concerned with what may 
be termed “ capitalistically controlled ” types of marketing 
enterprise. It is now necessary to say something of the 

1 See The Manchester Guardian Commercial, 10th February, 1939. 
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" consumer controlled ” type. The basic aim of the consumers' 
co-operative society as a marketing unit is to control the process 
of marketing in the interests of the associated consumers. We 
are not here concerned with the social significance of the co¬ 
operative movement, but with its characteristics as a means 
of supplying consumers with the goods and services which they 
require. 1 The hold of the consumers' co-operative movement 
varies considerably, both geographically and socially. In the 
industrial North of England and in parts of Scotland, the hold 
of the societies is strong, and shopping “ at the co-op is a 
deeply ingrained habit. 2 In the Midlands and the South, 
however, there is a fierce struggle with alternative modes of 
distribution. Socially, the strength of the movement lies in 
the artisan classes comprising skilled and semi-skilled workers. 
It has hardly touched the lowest income groups, nor yet the 
middle classes who feel that they will get better service, wider 
choice and credit facilities elsewhere. 3 

As we might expect in the case of a predominantly working 
class movement, the main strength of the retail co-operative 
societies lies in the food trade which accounts for about 70 
per cent of the total business, or about 14 per cent of the total 
retail trade in food in the British Isles. Even under this 
heading, however, development is very uneven. The societies 
handle about 25 per cent of the nation's milk trade and 15 per 
cent of the meat trade. On the other hand, the trade in 
greengrocery, fruit, and fish is considerably smaller. 4 They 
have a rapidly growing retail trade in coal which amounts to 
about 14 per cent of that for the country, but their proportion 
of the drapery trade is only about 5-6 per cent, and they have 
been slow in developing the furnishing and household trade. 
The retail trade in speciality goods is little developed, partly 

1 Discussion on the merits of co-operation tends to be obscured by the sterile 
and acrimonious disputes which flare up from time to time—generally 
sponsored by rival forms of trading organization—regarding the alleged 
vices and “ unfair advantages " of the movement. For a typical example, 
see Evidence of the Committee Appointed to Inquire into the Present Position 
of Co-operative Societies in Relation to Income Tax, para. 573, p. 68. 

2 As Dr. C. R. Fay puts it : ** The consumers’ co-operative movement is 
grounded on neighbourhood. Local patriotism ties the members to it. It 
is * our ’ society at which ‘ we ' deal." Co-operation at Home and Abroad. 
Vol. II, p. 44. 

3 See The Economist, 3rd July, 1944, P* 2T • 

4 Report of the Economic Survey of the Services provided by Retail 
Co-operative Societies, p. 36. 
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because the majority of members do not require such goods 
and there is a minimum rate of turnover for each article below 
which it is not profitable to go. Demands tends to be kept 
low by the “ prestige ” advertising of manufacturers which 
tends to attract the purchasing power of co-operators to much 
publicized brands outside the co-operative movement. 

From the point of view of operating efficiency, the co¬ 
operative societies are probably the cheapest form of distribu¬ 
tion of " convenience ” goods in Great Britain at the present 
day. They are undoubtedly handicapped, however by their 
policy in recruitment of staff, particularly on the side of 
management. Two principles operate, namely a preference 
for candidates of working class origin whose early training has 
been that of a routine worker, and secondly a marked inclination 
to promote from within the movement. Moreover, there is 
an aversion to the use of financial incentives and opposition 
to a steeply graded promotion scale with highly paid posts at 
the top. 1 In many cases, key posts are regarded as the natural 
reward for long and faithful service to the movement ; 
seniority rather than ability is the passport to them. The 
policy of recruiting junior staff from elementary schools also 
discriminates against the societies. To an increasing extent 
this means that selection is limited to a lower-grade standard 
of ability inasmuch as the more ambitious and intelligent go 
on to take advantage of post-primary education. All this 
creates a strong presumption that the average level of ability 
may well be less than that available to competing classes of 
enterprise though, as we have already seen, the same difficulty 
is not absent from multiple shop management. Another 
notable feature is the lack of an adequate specialist staff. 
" Some of the largest retail societies have no publicity depart¬ 
ments ; window dressing is left to the unguided enthusiasm of 
the assistants at each branch ; there is no attempt at market 
research/' 2 

All this may do much to explain the rather unadventurous 
merchandising policy pursued by the societies as indicated 
above. The strength of the movement lies in trade of a routine 

1 See Carr-Saunders and others, Consumers’ Co-operation in Great Britain, 
PP- 3 I 3 . 326. 

2 Carr-Saunders and others, op. cit., p. 305. 
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character where the market is large and clearly defined and 
where flexibility of organization and rapid adaptation of supply 
to changing tastes are not essential. That the movement is 
slow in adaptation is confirmed in a report issued by its 
Research Department, where it is complained that adjustments 
to such factors as changes in shopping habits, the development 
of transport facilities leading to the establishment of shopping 
centres, the reduction in the size of families, and so on, is 
slower than it should be. 1 

A factor which ranks high in the calculations of the business 
man is the degree of " loyalty ” of his customers—the extent 
to which he can rely on their making repeat purchases without 
renewed effort on his part. It is generally claimed that this 
factor is of high importance to the co-operative movement, 
and to the extent that the claim is justified it must lead to a 
saving in operating costs. We might expect, for example, 
that the advertising function would be more rigidly limited 
to the provision of information and that it would be less of a 
defensive character protecting the societies against the pre¬ 
datory activities of rivals. According to the Retail Distributors' 
Association Survey in 1932, British departmental stores spent 
3*02 per cent of sales on publicity, whereas it was estimated 
that the comparative figure for co-operative societies was 0*2 
per cent. 2 Again, the same tendency might be expected to 
be at work in the case of “ occupancy ” charges. Co-operative 
societies may be able to depend on their customers seeking 
them out at the less convenient and therefore cheaper sites. 
This, however, is by no means a universal tendency and some 
of the large societies are located in much the same way as 
departmental stores. 

But this question of loyalty of members is very easily capable 
of exaggeration. 3 To what extent are co-operators prepared 
to shop co-operatively because of a deep-rooted belief in the 
social value of co-operation, even though this involves the 
sacrifice of other satisfactions ? Most societies possess a core 


Economic Survey, p. 36. 

2 Carr-Saunders, op. cit., p. 373. 

Statements such as the following are frequent : "It is common knowledge 
that the cost of living has increased, while the loyalty of our members has 
grown weaker." Report of the Sixty-Second Annual Co-operative Congress, 
193 °, P- 389- 
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of loyal members who act in this way and this core may be 
substantial in the strongholds of the movement such as in the 
industrial North. In other areas, such as the Midlands and 
the South, loyalty is much more easily undermined by lower 
prices, more attractive qualities, or the performance of services 
unobtainable from the co-operative society. Thus, once again, 
the verdict of the Research Department is illuminating. “ It 
is clear from the data which are available that a large percentage 
of the membership is not purchasing, and a very large percentage 
is not purchasing to an extent which is anything like comparable 
with its purchasing power. Certain departments appear to be 
completely ignored by large numbers of members.'' 1 One 
handicap is almost certainly the tendency to concentrate on 
co-operative products to the exclusion of other lines—a fact 
which may narrow the range of choice and drive away potential 
custom for “ shopping '' lines. Hence, in those lines of business 
where market changes impose the greatest strain on the adapt¬ 
ability of the business man, the factor of " loyalty ” is least 
effective. On the other hand, in “ convenience '' lines to which 
this factor does not apply, the loyalty of consumers is much 
stronger, and is strengthened by the comparative cheapness of 
co-operative retailing in this field of distribution. 

How far can the co-operative dividend be said to be conducive 
to loyalty ? It cannot be classed with the device of the 
“ loyalty rebate '' of private enterprise, since its payment is 
not dependent upon exclusive patronage of the society. It 
has been said that “ Subject to the market conditions which 
determine its scope, the dividend is a trade practice or device, 
the effect of which is to create (together with the influence of 
the co-operative ideal) a measure of preferential buying, and 
so a greater volume of sales/' 2 Here, it may be noted, the 
opinion seems to be held that a measure of idealism is needed 
to reinforce the effect of the dividend. The greater the use 
of the society's services and the larger the dividend will be, 
but disloyalty carries no positive penalty for the backsliding 
member. The benefit of the payment of a half-yearly dividend, 
however, must appear to the average consumer rather remote, 


J Economic Survey, p. 36. 

2 D. H. Macgregor, " Taxation of Co-operative Dividend," The Economic 
Journal, Vol. XLIII, 1933, p. 47. 
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and in the absence of a sense of loyalty on other grounds, 
is easily over-ridden by more immediate inducements such as 
lower prices. Unless the co-operative movement offered 
certain substantial advantages in those lines of business where 
its development has been most successful, the dividend alone 
would not appear to have been sufficient to hold consumers 
loyal to the movement. 

One of the features of rigidity in the retail price structure is 
the fixing of retail prices by the manufacturers of proprietary 
branded articles on the lines already discussed. This practice 
applies equally to co-operative societies and to private 
businesses to the extent that the former are allowed or prepared 
to stock such goods. 1 So far as the co-operative societies them¬ 
selves are concerned, if they are allowed access to supplies of 
price maintained goods and are permitted to give the dividends 
upon them, they are placed in a very strong position indeed. 
As Professor Grether has pointed out : " Since many manu¬ 
facturers do not succeed in withholding supplies or in forcing 
the abandonment of the dividend, it appears that price 
maintenance has to a considerable degree subsidized the arch 
opponents of private enterprise ! " 2 Retail trade associations 
which have pressed for price maintenance and which are also 
often loud in their protests against the extension of the 
activities of the co-operative societies, might do well to meditate 
over this contradiction in policy. 

In the matter of co-operative products, to the extent that 
C.W.S. products are handled by the retail societies, no such 
restrictions on price fixing apply, except in a few cases where 
maximum retail prices are prescribed. Thus, retail societies 
are put in a position to vary retail prices in accordance with 
local conditions. There is a school of thought within the co¬ 
operative movement which would like to see retail prices of 
co-operative goods " maintained/' partly on the grounds that 
this would assist national advertising, and partly because it 
is thought that it would restrain the tendency in some societies 


1 Some manufacturers will not supply co-operative societies with price 
maintained goods. Most usually, however, they are supplied on condition 
either that the sales of such goods do not rank for dividend, or that the amount 
paid as dividend is added to the retail price. See “ Restraint of Trade " 
Report, p. 30. 

*Resale Price Maintenance in Great Britain. 
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to pay high dividends at the expense of high prices. Such a 
proposal meets strong opposition, however, probably not so 
much on account of any theoretical objection to fixed retail 
prices as because of the jealousy of local societies of any inter¬ 
ference from the centre with their affairs. Whatever the 
motive, the co-operative societies will do well to avoid saddling 
themselves with the rigidities imposed by the device of price 
maintenance. 1 

The Rate of Stock-turn 

The rate of turnover of stock may be defined as the net sales 
made in the course of a trading period divided by the average 
stock at sale price held by the dealer. If a business were 
selling one uniform commodity, then this index might be 
computed in physical terms, but inasmuch as this is almost 
invariably not the case, a financial measure is indispensable. 
The rate of stock-turn is a useful measure of the degree of 
economy in the use of capital in a trading business. It is 
evident that sales of £10,000 per annum made by selling an 
average stock of £500 twenty times per annum show a smaller 
investment of capital, other things being equal, than an equal 
volume of sales resulting from disposing of £1000 of stock ten 
times per annum. The most efficient traders will contrive to 
secure speed of turnover without any sacrifice of volume. The 
trader will, however, be confronted with a difficulty comparable 
with that already discussed in connection with the stock¬ 
holding problem of a manufacturer. In the interests of 
economy in operating costs, it will be to his interest to reduce 
stocks both in quantity and in range. On the other hand, in 
order to be able to supply a wide circle of customers, the 
tendency is to diversify the range of stock carried. By some 
means or other a working compromise must be attained. The 
attainment of a required rate of stock-turn depends upon the 
regulation of purchases or of production according to estimated 

1 If “ price maintenance ” were to be introduced within the co-operative 
movement, it is interesting to speculate what the consequences would be for 
the movement. It would seem possible, by analogy with “private*’ trade, 
that there would be a multiplication of private brands put out by the larger 
retail societies. The tendency for some societies to manufacture for them¬ 
selves rather than use the products of the C.W.S. is already the subject of 
criticism. 
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sales. Stocks of merchandise should be adjusted in accordance 
with anticipated changes in the volume of sales. Generally 
speaking, stocks are more readily under the control of the 
entrepreneur than the volume of sales, so that the problem is 
best dealt with from this angle. 

The rate of turnover varies from one trade to another and 
here, once again, in Great Britain, we are handicapped by a 
lack of comprehensive distribution statistics. The table gives 
such estimates as are available as a result of the work of 
unofficial investigators. Factors which are likely to slow up 
the rate of turnover are seasonality of demand or of supply. 
In the former case, stocks have to be accumulated where 
possible in the “ slack ” season against the period when demand 
is active and this must affect the duration of the stock-holding 
period. Again, in the case of non-perishable goods, seasonality 
of supply entails spreading supplies over the whole year and 
produces a similar effect. Again, we shall expect to find a 
relatively slow rate of turnover in trades where a large selection 
of goods must be held in stock. As opposed to this, however, 
a rapid rate of turnover is essential in the case of perishable 
and fashion goods. The rate of turnover varies not only from 
one trade to another but also as between the various types of 
retailing unit. Thus the average rate of turnover in the drapery 
trade in the U.S.A. is 2*i times for departmental stores, or 
once in 174 days, whereas in the case of multiple shops, it is 
4*3 times a year, or slightly less than once every 85 days. 1 


APPROXIMATE RATES OF 
BRANCHES 

STOCK-TURN 
OF TRADE 

Estimate A* 

IN SELECTED 

Estimate Bf 

Grocery 

10 

6-8 weeks 

Meat 

125 

2 days 

Tobacco 

10 

13 weeks 

Fruit and Vegetables 

80 

2 days 

Fish . 

200 

1 day 

Confectionery 

9 

6-12 weeks 

Newspapers 

313 

- 

Millinery 

30 

3-6 weeks! 

Boots 

2*5 

20 weeks 

Furnishing 

2-5 

20-30 weeks 


•W. R. Dunlop, Economic Journal, Vol. XXXIX, 1929. 
t Braithwaite and Dobbs, The Distribution of Consumable Goods , p. 79. 
X Described as " Cheap Millinery/’ 

*J. F. Pyle, Marketing Principles , p. 731. 
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The economy resulting from a high rate of turnover is due 
to the indivisibility of stocks. In order to carry on business 
at all, a certain minimum stock must be carried by any business, 
and the size of this stock does not increase in proportion to 
sales. Other things being equal, the business with the higher 
rate of stock-turn will show the best profits. Devices which 
lead to a speeding up of the rate of turnover, however, will 
not necessarily lead to the emergence of higher profits. 1 For 
example, turnover may be stimulated by a policy of price 
cutting, but whether such a policy will lead to increased profit 
depends on the elasticity of the demand for the product of the 
firm. It may well be in some cases that the increased profits 
from the greater sales volume will be swallowed up by the 
price cuts. Then, again, the rate of turnover may be increased 
by adopting more expensive methods of making sales, such as 
a heavy expenditure on publicity or an extension of free 
delivery services, with an adverse effect upon net profit. Yet 
another possibility is that the rate of stock-turn may be 
increased by granting long credit to customers or by relaxing 
the standards for credit transactions so that sales are made to 
customers of doubtful credit standing. At best, therefore, 
such a policy will result in capital being locked up in book 
debts rather than in stock and it may well happen that expenses 
are also increased by a heavier burden of bad debts. Again, 
turnover may be increased by reducing the size of stocks. In 
this case the principal saving may be limited to interest on 
capital employed in carrying stocks and this method will not 
pay unless such economy is greater than the additional 
operating expenses caused by the reduction in stocks, such 
as increased purchasing costs. Consequently, we must 
conclude with Professor Plant and Mr. Fowler that " the 
rate of stock-turn can never be used with confidence as 
a measure of general operating efficiency. It is always a 
resultant of operations which affect profits through the main 

1 An example of over-statement in this connection is provided by a 
publication of the International Chamber of Commerce where we read: " If 
stock is turned over, say, four times a year, then each article remains in stock 
for three months before it is sold. If, however, it is possible to shorten this 
time, profit will inevitably accrue to the retailer.* * See Helping Retailers 
to better Profits, pp. 9-10. In most of such statements there seems to be a 
tacit assumption that expenses remain unchanged. 
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operating figures, viz. ; Sales, Gross Margin and Expenses/' 1 

Stock Control 

Stock control is one of the most important aspects of the 
effective supervision of the merchandising business. In many 
types of retail trade, stock generally constitutes the major 
part of the assets. Few businesses sell a single uniform 
commodity; even those such as the chain store which 
deliberately aim at the simplification of trading stocks, have 
a certain range of lines. The aim of any system of stock 
control, therefore, will be to ensure that the business has, at 
all times, a balanced stock of goods. This may be far from 
easy, particularly when the concern has to cope with seasonal 
“ good ” and “ bad ” periods of trade. If goodwill is to be 
retained, the quality of the stock must be as good in slack 
periods as it is in active periods, even though the temptation 
to act otherwise is very strong. 

Any system of stock control calls for stock planning, that 
is, a means of determining what ought to be held, coupled with 
an organization to show accurately what is held. Stock 
planning will be based on records of past results, modified by 
the expectation as to the future trend of business. In a 
business subject to seasonal fluctuation, sales may vary 
considerably from the general trend. On account of the 
problem of “ indivisibility ” mentioned in the preceding 
section, stocks cannot vary in like proportion. Consequently, 
stocks will be a higher proportion of sales in slack periods than 
is the case in busy periods. A general method of control may 
be that of maximum and minimum stocks, but as pointed out 
in a previous chapter, this method cannot be used mechanically. 
The management may establish “ stock-sales ” ratios which 
will indicate the volume of stock necessary at the beginning 
of any period in order to cope with the expected sales in that 
period. 

1 “ The Analysis of Costs of Retail Distribution/’ Economica Vol. VI, 1939, 
p. 155. Similar caution is shown by Professor M. P. McNair of the Harvard 
School of Business Administration, -who writes : “ Rate of stock-turn in itself 
... is probably not the primary cause of these variations (in profits), but 
rather should be regarded as one of the principal indices of the general 
efficiency with which the business is conducted.” The Economic Journal, 
Vol. XL, 1930, p. 632. 
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The second part of the problem of stock control—the 
development of an organization for recording what is held— 
involves a number of stages. Firstly, there must be some 
means of receiving, checking, and marking incoming goods. 
The nature of this system obviously depends upon the type 
of goods being handled, but the main essential is that it should 
be done quickly. One fixed-price chain store, for example, 
insists that all merchandise shall be opened and checked 
immediately on receipt and that any new lines must be dis¬ 
played in the sale rooms at once. The second feature is that 
of a “ perpetual inventory ” by means of which incomings and 
outgoings are promptly recorded so that the balance in hand 
at any point of time can be ascertained. In certain types of 
business with a wide range of stock, possibly with a low unit 
value, it may be impossible to do this in detail. In bargain 
basements, for example, it is impossible to account for all sales 
separately. Where, however, individual items are more 
valuable, stock sheets or stock cards can be written up more 
accurately. 

The next feature is of great importance—a means of drawing 
attention to any item of stock which is not moving at the 
expected rate. A possible method is to have a code on the 
sales ticket which indicates when the article was taken into 
stock, or the tickets themselves may be in cards of different 
colour. When once such slow-moving stock is identified, rules 
of procedure must be laid down for dealing with it. Thus, 
when goods have been in stock for a defined period, the depart¬ 
mental manager may be empowered to mark them down by 
a stipulated percentage. If still they remain unsold, the 
matter may have to be referred to higher authority. At one 
time it was a common practice to give sales assistants special 
commissions for disposing of “ dead ” stock. This practice 
no longer prevails—in establishments of repute at all events 
—since it is fairly evident that short-term gains snatched in 
this way must be at the expense of the firm's reputation in 
the long run. 

The organization of stock control must provide some method 
of checking the actual stock with recorded stock, that is, some 
system of stock-taking. Once again, the ease with which this 
can be done depends upon the nature of the merchandise. If 
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this is standardized, the task will be relatively simple, but 
where it comprises a wide range of miscellaneous articles, it 
presents great difficulties. Finally some method of control 
must be set up for minimizing stock leakage. 

One much discussed method of dealing with retail stocks is 
Filene’s Model Stock Plan which aims at stock simplification. 
The plan starts from the argument that a shop can deal only 
with a limited range of incomes. The retailer cannot himself 
simplify unduly on patterns or sizes, for he has to buy for the 
needs of the public, but he can simplify in the matter of price. 
For every line of articles which he stocks, he should find three 
prices—high, medium and low. Thus, Mrs. A, belonging to 
the low income group, normally buys a hat for everyday use 
at the lowest price, but occasionally, in extravagant mood, 
buys a special one at the “ medium ” price. Mrs. B, who 
belongs to the next income class, purchases in the normal 
course of things, hats of the type which are an extravagance 
to Mrs. A. When she, in turn, becomes extravagant, she buys 
in the “ high ” price category. By concentrating in this way 
the retailer can give to the manufacturer much larger orders 
for the standard lines, and the manufacturer, in turn, can 
provide a better quality at the price. 



CHAPTER 13 


THE ADMINISTRATION OF MARKETING 
THE WHOLESALE TRADE 

The wholesaler is an intermediary in that branch ot trade 
which is concerned with the marketing of goods to persons 
other than the ultimate consumer. 

Economic Activities 

The appearance of all “ middlemen ”—retail or wholesale— 
is a direct result of modern industrial specialization. 1 The 
early handicraft worker could be both manufacturer and trades¬ 
man since, for the most part, his market was limited and was 
to be found close to his place of work. But as the scale of 
production grew the market area had to widen also and, in 
the case of consumers' goods, the number of potential customers 
became very great. Mere physical separation of producer and 
consumer will not necessarily call for the intervention of a 
“ go-between," but when this is coupled with a multiplicity of 
customers, the case may be different. Thus, the physical 
separation of a colliery from a gasworks which uses its coal 
does not prevent direct sale, whereas sale to domestic consumers 
in the .same town by direct methods may be out of the question. 
Further, a rising standard of living has made available, and 
has led the consumer to expect, a wide range of choice in many 
classes of goods. This postulates an organization for assemb¬ 
ling such a selection from a variety of sources of supply. 

For these reasons, the emergence of a separate class of 
traders is a logical step. Moreover, there is no reason why 
this process should stop short with the inter-position of one 
intermediary between the producer and the consumer. 
Estimates of the number of retail shops in Great Britain before 
the war put the figure at 750,000, whilst the Board of Trade 
Retail Trade Committee considered that about 300,000 of 

J For an account of the rise of the wholesaler in Great Britain, see Sir John 
Clapham, An Economic History of Modern Britain , Yol I, Chapter VI. 
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these were non-food shops. 1 In individual trades, we have 
the large number of selling points mentioned in the previous 
chapter. From the point of view of the individual producer, 
therefore, the difficulties of selling direct to retailers may be 
extremely great and economies may be obtained by interposing 
another specialist in the form of a wholesaler. Moreover, the 
possible benefits are by no means limited to the producer, but 
extend also to the retailer. The effective performance of his 
function depends upon the degree of accuracy with which he 
represents the vagaries of local demand. But, as Mr. Henry 
Smith points out, " Upon the combined efficiency of the whole¬ 
saler and the transport system depends the extent to which 
it is possible to fulfil from any particular source the demands 
thus transmitted at a cost which the consumer is prepared, 
after the addition of the retail margin, to pay.” 2 

The types of market situation which are likely to favour the 
development of specialized wholesalers are therefore as follows. 
Wholesalers are likely to be used if the commodity is one which 
must be sold through a large number of retail outlets scattered 
over a wide area, the majority of these outlets being of 
relatively small size. Thus, the sales of a given producer to 
each retailer are likely to be relatively small whilst the cost 
of doing business will be high since the selling expenses 
(travellers, invoicing, delivery of goods and collection of 
accounts) do not vary in proportion to the size of the order. 
This difficulty will be intensified to the extent that the product 
or the range of goods supplied by the producer comprises part 
only of the turnover of the retailer. 

Again, where the producer’s output is relatively small as 
compared with the total amount sold in the market, it will 
not usually pay him to attempt to sell direct to the retailer. 
An exceptional case arises where he can find a local market 
for his goods as is often the case with market garden and dairy 
produce. Even in these cases, however, where production 
depends to a considerable extent on factors outside of the 
control of the producer, the system may fail to give satisfaction. 
A glut of produce may cause supplies to be left on the producer’s 
hands since they cannot be absorbed by his market and he 

1 Second Interim Report, p. 2. 

2 Retail Distribution, p. 3. 
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has no means of tapping new demand. Conversely, a shortage 
of supplies may lose him the goodwill of his retail outlets if 
he cannot meet their requirements. 1 Moreover, unless the 
grower has definite established connections, direct marketing 
may lead to expensive duplication of effort and depression of 
prices. It is stated in an official report on the vegetable 
trade, for example, that in Bournemouth no less than thirty- 
two local growers and merchants called on a retailer in a 
single day, whilst in the Potteries, haphazard shop-to-shop 
selling by growers is stated to have helped to depress prices. 2 

Another case where the wholesale merchant still retains a 
considerable degree of importance is in overseas trade. Here, 
even at best, we have a branch of trading activity which is 
extremely complex and calls for specialized knowledge. The 
large firm may find it worth while to build up its own exporting 
organization, but the minimum scale of expenditure which 
this entails is beyond the means of the small firm. The 
specialist import or export house provides a means of solving 
this problem. Its services are particularly valuable when 
dealing with " backward ” countries where commercial and 
banking institutions are not well developed, and where the 
conduct of business presents peculiar difficulties. 

The ultimate justification for the existence of the wholesaler 
must rest in the fact that he reduces costs of distribution. If, 
as is so often contended, he raises them against the consumer 
(or, alternatively, lowers the receipts of the producer), then 
anyone who chose to dispense with his services could undersell 
traders adopting the more roundabout method of distribution. 
Indeed, this is what actually does occur to a great extent by 
large-scale retailers such as the multiple shops, which act as 
their own wholesalers. The wholesaler assembles and holds a 
stock of goods for distribution to retailers and to the extent 
that he discharges this function, he saves the producer the 
expense of holding reserve stocks. From this it does not follow, 
of course, that any economy is necessarily achieved since, if 

*A supplier placed in this dilemma may himself buy from other suppliers 
in order to keep faith with his customers. Unless he is very fortunate, this 
will probably involve him in a loss, and may equally lose him the goodwill 
of his customers if he is found out. 

2 Ministry of Agriculture and Fisheries, Economic Series No. 25, Vegetable 
Marketing in England and Wales, p. 128. 
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the manufacturer had access to the necessary financial 
resources, he could possibly discharge this function equally 
well. Indeed, to the extent that use will have to be made of 
a number of wholesalers, it may well be that the cost of holding 
reserve stocks by them will be greater than it would if these 
could be centralized in the hands of the manufacturer. This 
arises through the operation of what Professor Florence has 
called the Principle of Massed Reserves. 1 As against this, 
however, the wholesaler, by taking goods in bulk into the 
market which he serves, and then distributing them in small 
lots over relatively short distances, saves transport costs, for 
these would undoubtedly be heavier if the manufacturer had 
to execute relatively small retail orders direct from the point 
of production. This point may well be decisive. 

The wholesaler provides what is in effect, a joint selling 
organization for the benefit of a group of manufacturers. If 
each manufacturer were to try to establish his own independent 
organization, costs would, in most cases, be raised because the 
range of goods produced by the individual manufacturer is 
generally too restricted to employ such an organization to full 
capacity. Only manufacturers who are producing a wide 
range of goods or a product of high unit value can show a com¬ 
parable economy in distribution costs. The desire for " full 
line ” production in order to use one's own marketing 
machinery effectively is a motive for integration—to produce 
dissimilar products for the same market. 2 The " assembly " 
function performed by the wholesaler is an advantage also to 
the retailer in that he may purchase supplies from a single 
source rather than a number. 

Arising from this, too, is a simplification of the problem of 
granting credit. The manufacturer’s risk of bad debts would 
be considerably increased if he were to open accounts direct 
with some thousands of retailers all over the country. In 
order to protect himself adequately he would have to incur 
preliminary expense in preliminary investigation of new 
accounts and in the supervision of existing accounts. In all 
probability, the intervention of the wholesaler not only trans¬ 
fers this risk, but at the same time reduces it. 


1 The Logic of Industrial Organization, pp. 17-18. 

2 See H. A. Marquand, The Dynamics of Industrial Combination, p. 54. 
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When the manufacturer sells through wholesalers, he is 
likely to limit considerably his costs of obtaining information, 
since he has merely to establish contact with a limited number 
of wholesalers. Admittedly, the cost of this process will 
depend on the number of wholesalers—or rather, on the number 
which are necessary to secure effective distribution. Once 
more, of course, the onus of seeking information with regard 
to retail outlets devolves upon the wholesaler but for reasons 
already explained he is likely to do the work at less expense 
than the individual producer. 

Decline of the Wholesaler 

As already shown, the growth in specialization in trade 
leads to vertical disintegration of activity into a number of 
specialized businesses. But there is constantly at work a 
process of technical and economic change which may lead to 
the opposite result. Such forces have operated in many trades 
in recent years to make the position of the wholesaler 
increasingly precarious. Prominent amongst these may be 
mentioned the development of large-scale retailing organiza¬ 
tions, and the steady growth in importance of branded goods 
coupled with national advertising by manufacturers. 

A common ambition of all large-scale organizations is to go 
direct to sources of supply and to eliminate intermediaries, 
and to this tendency large-scale retailers are no exception. 
The multiple shops and the fixed-price bazaars provide the 
best examples of this characteristic, but the departmental 
store must also be included. These units can buy on a large 
scale—in fact, on a larger scale than that of many wholesale 
businesses, and can therefore command the economies of bulk 
purchasing quite as readily as the wholesaler can. In the case 
of a multiple shop system, the scattered retail outlets have to 
conform to a common merchandising policy imposed by the 
central management. Thus orders for standard lines of goods 
can be pooled and placed with manufacturers as is done by 
the wholesaler for independent retailers, though with much 
more success than attends his efforts in practice, as will be 
shown later. The functions of assembling the range of goods 
required and of breaking bulk and distributing in small lots 
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can be done as well within the multiple shop organization as 
by the independent specialist. There is also the possibility 
that part of the expense of obtaining information will be saved 
since the wholesale section is in direct contact with the retail 
outlets , 1 though these will incur most of the customary 
expense under this heading in dealing with the final consumer. 
Moreover, the multiple shop organization may incur con¬ 
siderable expense in finding out where to buy what it wants, 
or even in instructing the producer how to make it at a price 
which the multiple organization is prepared to pay. 

A second difficulty which has confronted the wholesaler 
arises from the attempts of the manufacturer to control the 
distribution of his output more closely by the device of 
branding. This has been possible only since the development 
of printed advertising, particularly through the medium of the 
Press. By this trade practice, the manufacturer has sought 
to attach the goodwill of customers directly to himself, and 
to deprive the distributors of much of their power to influence 
the direction of demand. This has often set up a clash of 
interest between distributors, particularly wholesalers, and the 
manufacturers. The object of a manufacturer's introducing 
a new product to the market will normally be to get it into the 
hands of the consumer at the lowest possible outlay in 
distributional charges and at the same time to place himself 
in as secure a position as possible to maintain his sales in the 
future. If he seeks to achieve the latter purpose by branding, 
he must be prepared to spend money, often extensively, in 
advertising his commodity in the market in which he proposes 
to sell it. The magnitude of this expenditure will depend on 
the area of the market, the nature of the competition which 
he has to meet and the inertia of the consumer. This 
expenditure may be considerable and its results uncertain. 

Next, unless the manufacturer possesses his own distributing 
organization, he will have to decide on the channels which he 
is going to employ. This will involve offering distributors 
terms which are sufficiently attractive to induce them to stock 
the article. Admittedly, by intensive advertising it is possible 
to remove a great deal of the initiative from the hands of 

1 This would also occur in considerable measure in the case of the Co-operative 
Wholesale Society. 
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distributors and to create a state of public demand which 
compels them to stock goods. In the majority of cases, how¬ 
ever, too much reliance cannot be placed on this factor and the 
distributor, if hostile, can still do a great deal to hamper the 
efforts of the manufacturer. The manufacturer is likely to 
claim, however, that the considerable outlay which he has 
incurred in advertising the product has made the work of 
selling very much easier for distributors and that this should 
be reflected in a narrower gross margin . 1 Again, in respect 
of standardized branded goods, the functions of the wholesaler 
in particular are reduced to a minimum and the manufacturer 
is generally prepared to sell direct on “ wholesale ” terms to 
any retailer who can order in the required quantities. This 
reacts once more to the detriment of the wholesaler, for he is 
deprived of the easy profits on large orders and is left to handle 
the less profitable small ones . 2 The wholesaler would naturally 
prefer to handle goods which can be obtained only through 
himself and may seek to introduce his own private brands with 
this end in view. This fact, coupled with the fact that he 
often stocks rival brands, has frequently caused the manu¬ 
facturer to follow a distribution policy which makes little or 
no use of the wholesaler. 

Where wholesalers are powerful in relation to producers and 
there is little chance of manufacturers establishing alternative 
channels of distribution, then the manufacturer may find it 
easier to market his output by branding it with wholesalers' 
brands. This may also occur, as Professor Plant has shown, 
where manufacturers “ have confidence in their ability to 
compete and to keep sufficiently abreast of changes in produc¬ 
tive technique, and in the trend of demand, to secure repeat 
orders and a growing business .” 3 Branding for wholesalers 
may involve the manufacturer in some increase of cost—printing 

1 Thus Professor E. T. Grether shows in respect of the drug trade that 
" Very frequently the better known, highly advertised brands carry smaller 
margins than the average of their class." Resale Price Maintenance in Great 
Britain, p. 313. 

2 Not all manufacturers act in this way. The cement manufacturers told 
the Standing Committee on Prices that “ to make any allowance to the large 
buyers purchasing direct would be to operate unfairly against the builders' 
merchant, inasmuch as the buyers would be induced to deal with the producer 
whenever it paid them to do so, and the merchant would, in consequence, be 
deprived of a considerable proportion of his trade." Cmd. 1091. 

*Some Modern Business Problems , p. 305. 
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different wrappers and packing in different containers instead 
of in one uniform type—but probably in most cases this is not 
a very important consideration. As against this, the manu¬ 
facturer experiences the important economy of a saving of 
advertising cost since each wholesaler must now bear the 
expense of advertising his own brand. It must be remembered, 
however, that the greater part of this saving may have to be 
passed on to the wholesaler. 

If this scheme is adopted for the whole of his output, the 
manufacturer has no hold upon the consumers' market at all. 
He is entirely dependent upon the continuance of the patronage 
of the wholesalers. This point may be of little importance, to 
imagine an extreme case, if he is the only possible source of 
supply, as in the case of a patented article without any close 
substitutes. The same applies if the product of the manu¬ 
facturer is superior to that of his rivals who, although free to 
imitate it, cannot do so. In such circumstances, once a whole¬ 
saler has attached his brand to the product of a given manu¬ 
facturer, he cannot change over without risking the loss of 
goodwill. Again, even without any such institutional mono¬ 
poly, a manufacturer may rely upon his power of adaptation 
to retain his connections in the face of competition. If 
however, there is nothing to prevent a rival manufacturer 
from making a close (perhaps an indistinguishable) substitute, 
at a competitive price, then the manufacturer is placing 
himself in a vulnerable position. The wholesaler has power 
to place orders elsewhere—or to use the threat of so doing— 
for the purpose of securing price concessions. If the manu¬ 
facturer is unknown to the public he may find it very difficult 
to resist such demands. Such a policy, therefore, may improve 
the position of the manufacturer in the short period, but it 
may well be prejudicial to his long-term interests. Moreover, 
the multiplication of private brands is certainly not in the 
public interest. It is almost certainly more expensive for, 
say, ten wholesalers each to advertise his own brand of an 
article, than for the manufacturer to advertise a single brand 
which the ten distribute. 

But the principal offenders in this business of creating rival 
brands are not the wholesalers but the manufacturers them¬ 
selves. By this action they do much to undermine the 
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efficiency of the wholesale trade and this, in turn, reacts upon 
the competitive position of the small retailer in many lines of 
business. As Dr. Lewis has shown , 1 if independent wholesalers 
were as efficient as the central buying departments of large, 
retail concerns, these would lose their principal advantage over 
the small man. But whereas the central buying department 
of a large chain store can concentrate its purchases on one 
type of any kind of goods, the wholesaler cannot always succeed 
in doing so. This may be partly due to avoidable inefficiency 
on the part of the wholesaler himself, and partly to the fact 
that retailers are driven by the advertising of manufacturers 
to stock a range of different brands which they expect whole¬ 
salers to supply in fairly small quantities. This frustrates any 
attempt on the part of the wholesaler to concentrate his buying 
power. 

Retailers’ Buying Associations 2 

One of the features of large-scale retailing which attracts 
the envious regard of the small man is the economy which is 
supposed to follow from direct purchase from the producer. 
In this view of course, the emphasis tends to be wrongly placed 
for it is not so much direct purchase as bulk purchase which 
results in appreciable economies. Herein lies the difficulty, for 
the small man who wishes to pursue such a policy has usually 
to buy in quantities which are out of all proportion to the size 
of his business. If he ignores this fact, as is not infrequent, 
then his gains from bulk buying are lost in other directions 
whilst a dangerous immobility of his working capital results. 
It is evident, however, that if the requirements of a number 
of similar firms can be pooled, then the aggregate requirements 
of the group may be sufficient to warrant buying direct without 
incurring the risks of overtrading. The question may be 
asked : If a co-operating group of retailers can do this, why is 
it beyond the power of the wholesaler ? The answer would 
appear to lie in the fact that the deliberate adoption of such 
a scheme directs the attention of the retailer forcibly to the 

1 " Competition in Retail Trade,’* Economica , Vol. XII, 1945, p. 219, 

2 In writing this section I have enjoyed the advantage of reading an 
unpublished thesis by Mr. T. Maelgwyn Davies, M.A., on “ Retailers* Buying 
Associations," submitted to the University College of Wales, Aberystwyth. 
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merits of the simplification of stock range to which normally 
he would appear to pay insufficient attention. 

Since the retail market is far from perfect, the retailer 
usually entertains the expectation that any economies resulting 
from direct buying will not be competed away by a lowering 
of price to the consumer, but will increase his own profits . 1 It 
is hoped, in fact, to obtain part of the wholesaler's profit for 
the benefit of the retail buying group. This cannot, of course, 
as we have already seen, imply a saving of the wholesaler's 
entire gross margin—though some retailers are to be found 
who are optimistic enough to assume this—for the elimination 
of an intermediary does not dispense with all the functions 
that he has performed. To the extent that the retailer is able 
to act in this way and retain for himself any resulting gains, he 
may be able to survive in his struggle with the large-scale 
retailing organization, but there seems to be but little scope for 
any benefit by the community . 2 This seems to be the case 
whether retailers succeed in retaining the profits or whether 
“ abnormal " profits raise retailing costs under monopolistic 
competition by attracting new concerns. 

Apart from the incentive provided by the better terms of 
purchase, there is some possibility that this integration of 
function will produce some economies. The independent 
wholesaler, for example, must run the risks of holding stocks 
which may fail to find a market, or which may sell much more 
slowly than he bargained for, so that his gross margin must 
include a charge to cover losses arising from such miscalcula¬ 
tions. The retail buying association can avoid this risk to a 
great extent, since it can estimate the requirements of its 
members both as regards their nature and magnitude. This 
is done, however, by avoiding those lines of goods in respect 
of which such advance calculation is hazardous ; the buying 
group reduces its risks by a process of selection, from which 
it follows that the service rendered by the association is by no 
means the same as that of an independent wholesaler. Again, the 

^his probability will be strengthened to the extent that the goods are 
subject to resale price maintenance and economies cannot be passed on to 
the consumer in the form of lower prices. 

*Dr. W. A. Lewis assumes that the public would get the benefit and that 
*' Co-operative buying is undoubtedly the most desirable reaction from the 
public point of view/' loc. cit., p. 228. 
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advertising and selling expenses which would be incurred by 
the wholesaler are largely avoided, whilst there is some 
expectation that the credit risk and the expenses associated 
with overdue accounts may be smaller than in an independent 
wholesale business . 1 By reason of these factors, therefore, 
there is a possibility of obtaining something more than the 
net profit of the wholesaler for the benefit of the retailer. This 
expectation will be realized only to the extent that the buying 
association does not suffer from offsetting diseconomies. There 
may, for example, be " indivisibilities ” of organization which, 
coupled with restricted turnover, may in certain cases increase 
the costs of handling goods. 

A consideration of the obstacles which will have to be over¬ 
come by such organizations shows that the initial difficulty 
will be that of inducing a group of people to co-operate—that 
is, assuming that the organization is to be a continuing one 
and is not limited to occasional transactions. The difficulty 
is likely to be overcome most easily when there is in existence 
a trade association with an active membership. The growth 
in the number of trade associations in the inter-war period 
might be construed as a point encouraging group buying. 
It must be emphasized, however, that much depends on 
active membership and also the nature of the membership. 
Professor Hermann Levy , 2 for instance, draws attention to 
the fact that large firms have frequently played a leading 
part in the activities of retail trade associations, and 
obviously these are likely to show little sympathy with the 
formation of co-operative buying groups of small retailers— 
particularly when the firms in question happen to be interested 
in price maintenance and regard such groups as a potential 
threat to their schemes. Apart from “ informal ” buying 
groups 3 arising in this way, there are to be found, particularly 
in the grocery trade, formal associations registered under the 

x This expectation is not always realized in practice by buying groups 
because of weaknesses of management. Moreover, on account of the financial 
weakness of many such groups, even a low rate of loss under this heading may 
be an extremely serious matter. 

2 Retail Trade Associations, pp. 22 et seq. 

8 The legality of informal associations would seem to be questionable under 
Section 434 of the Companies Act, 1948, when the membership exceeds 
twenty. This point would probably only be of importance where the 
association undertakes continuous operations as contrasted with a policy of 
spasmodic purchases. 
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Companies Act, 1948, and in one case, under the Industrial 
and Provident Societies Acts. In these latter cases, the 
associations will perform functions akin to those of the 
" regular ” wholesaler. 

The object of the buying association is to reap economies 
in purchasing by the pooling of small individual orders and 
by buying collectively in bulk. The existence of attractive 
“ quantity ” discounts is obviously a factor in fostering its 
development. If the organization becomes sufficiently com¬ 
prehensive, it may exercise a local buyers’ monopoly and 
manufacturers will find increasing difficulty in reaching retail 
outlets in the area except through the association. In such cir¬ 
cumstances, substantial concessions might be obtained though 
it is improbable that any such situation has ever occurred in 
this country. A much more likely situation is the existence 
of a difficulty, in the case of the formal types of association, 
of securing a volume of turnover sufficient to cover the expenses 
of operation. In this connection it is obvious that the success 
of the association must depend upon the use which members 
make of the facilities provided. Suppliers who consider that 
the operations of the society are detrimental to their 
interests, may attempt to undermine the loyalty of members 
by offering price and credit concessions to those who 
buy outside. Apart from any machinations on the part of 
those interested in promoting the downfall of the buying 
association, this last point may prove a real stumbling block. 
It will almost invariably be essential for the smooth functioning 
of the association that prompt settlement should be made for 
purchases, whereas many retailers look to suppliers, as a 
matter of course, to provide them with an appreciable propor¬ 
tion of their circulating capital by granting generous credit 
terms—or by the retailer’s taking such credit on his own 
initiative. If this cannot be obtained through the buying 
group, such retailers are likely to go elsewhere unless the 
savings of collective buying form an adequate compensation. 

Probably the most serious difficulty arises in the matter of 
management. When the buying group functions spasmodi¬ 
cally, and merely makes occasional bulk purchases, the 
difficulty is not very great. Some public-spirited member 
can generally be found to undertake the work of supervising 
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the transactions on the basis of the reimbursement of his out- 
of-pocket expenses. But if the group becomes a " continuous ” 
association, this solution no longer suffices. A full-time official 
speedily becomes necessary for the conduct of the business of 
the buying group and, in the nature of things, it should be 
someone capable of managing either a wholesale business or 
a central buying department of a large organization. 1 But 
from its very constitution, the association is out to save money 
—a matter which in practice is likely to dominate the thinking 
of its members to the exclusion of other considerations—and 
a salary sufficient to attract the required ability seems all too 
frequently to be regarded as an “ unreasonable ” expense. 2 
In the smaller type of association, too, the person responsible 
may be expected to combine the work of management with 
duties of a storekeeper and a general clerk, which is hardly 
conducive to the attainment of the most satisfactory results. 

The possibility of organizing such associations must depend 
on the nature of the merchandise which is being handled. In 
the “ shopping ” goods trades, much of the success of the 
retail business depends upon the skill in buying shown by the 
entrepreneur. Often his success will depend upon the dif¬ 
ferences in his stocks as compared with those of his principal 
competitors—upon his ability, that is, to forecast more 
accurately than they can, the trend of public taste. Clearly, 
in such circumstances there is no scope for co-operative buying. 
Anyone possessing the requisite skill for selecting the right 
kind of goods will employ it in his own business and not make 
it available to other people. Again, such an organization 
would not be likely to be successful in dealing with merchandise 
of a " seasonal ” character. Its greatest likelihood of success, 
therefore, is to be found in the “ convenience ” goods trades, 

1 Probably the case should be put even higher than this, for the buying 
association consists of a considerable number of “ proprietors ” whose 
interests will sometimes diverge rather sharply. The manager is likely to have 
to cope with an unusually large amount of interference with his work. If 
he is to avoid the disastrous consequences which may so easily follow, he 
must, in addition to his other qualifications, be something of a diplomat t 

a This would appear to be a general defect. An official report dealing with 
agricultural buying associations states that "... there is abundant evidence 
to show that, too frequently, a reluctance to pay adequately for first-class 
management has led to the usual difficulties arising from inexperience and 
incompetence/* Ministry of Agriculture and Fisheries, Economic Series 
No. 5, The Co-operative Purchase of Agricultural Requisites, p. 89. 
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particularly where the merchandise is standardized or branded 
and where a number of shops in reasonably close proximity to 
one another can stock the same lines of goods without inter¬ 
fering unduly with each other's trade. 

As already indicated, the -buying association is likely to be 
subject to powerful internal stresses—the lack of “ loyalty ” 
on the part of its members and difficulties of management if 
its operations expand. It may also be subject to external 
aggression. Some manufacturers whose goods are price main¬ 
tained regard it in much the same light as a co-operative 
society—an actual or potential source of price cutting. They 
may therefore refuse to supply the association and may even 
boycott all the individual members. Where these conditions 
are to be found, the associations can exist only by maintaining 
the utmost secrecy. Even apart from this extreme case, 
however, the asociations may incur opposition on other grounds. 
After all, as already indicated, collective buying is one means 
of picking out the “ easy ” trade whilst leaving the more 
difficult and less profitable to be handled by wholesalers. Thus 
wholesalers may bring pressure to bear on manufacturers to 
check these associations, either by refusing to deal with them 
at all, or by refusing them wholesale terms. The attitude 
of manufacturers to such pressure will depend on the value 
of the services obtained from the wholesalers themselves. 
For example, in some cases, the buying associations claim 
the wholesale margins but do not perform the customary 
wholesale services—particularly those of a " developmental " 
character—with the result that the manufacturer has to perform 
these for himself and is put to extra expense. In such 
circumstances, he is likely to side with any organized opposition. 

Group buying, so far as this country is concerned, at all 
events, is unlikely to achieve any very spectacular results. It 
does not furnish the answer of the “ small man ” to the 
competition of the large retailer, for the success of the latter 
is not due solely to his buying power. Where the wholesale 
function calls for the services of the specialist, the buying group 
is unlikely to fill the gap adequately. It may, in favourable 
circumstances, for periods of time which are usually limited, 
provide an alternative channel of distribution for standardized 
goods. To the extent that wholesalers differentiate their terms 
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of sale in accordance with the costs of selling different lines of 
goods which they handle, they will undermine the incentive 
to form such associations which tend to be based on the 
handling of goods with unnecessarily wide margins. It has 
to be recognized, however, that a change of policy in this 
direction does not always rest with the wholesalers as in the 
case where the margins are pre-determined by manufacturers. 



CHAPTER 14 


UNFAIR COMPETITION 

It is probably true to say that a very large number of business 
men if asked whether they favoured a continuance of com¬ 
petitive conditions in business would return an answer in the 
affirmative, coupled, however, with the hasty proviso that it 
must be “ fair ” competition. In this last, and at first sight, 
harmless qualification, there is included a wide field of difference 
of opinion. 

Unfair Practices 

When business men who are engaged in the practice of all 
manner of restrictive devices are accused of destroying the 
basis of competition, the charge is met with an indignant, and 
usually perfectly sincere, denial. What is being done, it will 
almost invariably be said, is to restrict competition to 
“ legitimate ” channels ; to make it “ fair ” to all concerned. 
This concept of “ fairness ” merits closer examination in the 
light of the present trend of business practice and, let it be 
added, in view of current activities on the part of the 
State. 

It must be stated at the outset that the economist’s concept 
of “ perfect ” competition can never be realized in the world 
of reality which would become a very uncomfortable place for 
everyone if it were. Without dealing with any of the refine¬ 
ments and implications, 1 the fundamental requisites of perfect 
competition are, firstly, that the number of sellers must be 
large so that the influence of any one of them is negligible ; 
and the product sold must be completely homogeneous, so that 
no seller can bind customers to himself by pleading that his 
goods are “ different ” ; consumers must be completely 
indifferent as to their source of supply so that other things 
being the same, they buy where the price is lowest; and 
finally, there must be no collusion between either buyers or 

1 See F. H. Knight, The Ethics of Competition, p. 49 et seq. 
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tellers. 1 Furthermore, in order to preserve competition once 
attained, there must be full freedom of entry for new entre¬ 
preneurs. A moment's reflection will show that in many cases 
the so-called competitive devices of business men are designed to 
create conditions which are the very opposite of these. Private 
branding and trade marking are used to differentiate the 
products of a given supplier, whilst advertising is employed 
to create prejudices and preferences in the minds of consumers. 2 
Again, where freedom of entry of new competitors is possible, 
business men, given suitable opportunities, are fertile in 
schemes for attempting to keep these out. 

Business has frequently been likened to a competitive game 
with its rules of fair play, the breach of which leads to social 
ostracism. There seems to be good reason for thinking, how¬ 
ever, that the comparison is not very appropriate. The code 
of rules governing a game is generally clear-cut and definite in 
the minds of the players, and if they are forgetful, the 
spectators can usually be relied upon to remind them ; but we 
can hardly claim such a clear-cut formulation in the case of 
business, 3 whilst the " onlookers ” are more often than not 
imperfectly informed of what is going on. We find in the 
minds of business men more or less vaguely formulated ideas 
regarding “ fair ” competition. Certain practices are held to 
be legitimate whilst others are not, or some devices are 
considered fair so long as they are not “ carried to excess 
From the point of view of the community, however, we may 
regard as “ unfair ” those business practices which attempt 
deliberately to defraud the consumer and those which attempt, 
directly or indirectly, to destroy the system of competition. 
Thus, one authority advances the definition : “ Any method 

l Free competition “ exists only when each competitor follows his own 
financial interests absolutely independent of the others, with no collusion 
or concerted action of any sort. Competitors are free—except to combine. 1 * 
J. M. Clark, Social Control of Business, p. 146. 

8 Professor Clark says : “ Presumably the successful competitor is giving 
people what they want, or at least making them think he is giving them 
what he has made them think they want.'* Social Control of Business , 
p. 149. The latter concept would seem to be excluded from perfect com¬ 
petition except to the extent that people are led to think that they want 
certain things by purely informational advertising. 

s This explains Professor Knight's remark that “ Business as it is and has 
been does not commonly display a very high order of sportsmanship, not 
to mention the question ... as to whether sportsmanship itself is the highest 
human ideal.’* The Ethics of Competition, p. 65. 
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used in competition which hinders or prevents the normal 
results ensuing from the free operation of the competitive 
principle must be adjudged unfair/' 1 This definition is clearly 
much more restricted than that in the minds of a great many 
business men. A somewhat similar type of test is suggested 
by Professor Clark who points out that the rules as to what 
is “fair" must be such as to preserve the interests of the 
community in obtaining production “ on the lowest terms 
of ultimate expenditure and sacrifice. Anything which violates 
this purpose is undesirable, though it may not be recognized 
as unfair." 2 

When business men apply the term, however, they frequently 
use it to denote any development which upsets their expecta¬ 
tions and imposes upon them the necessity for adjustment. 
Such disturbances can include any type of innovation which 
succeeds in diverting business from its customary channels 
and any departure from established trade practice. Not all 
innovations are, of course, desirable. Some may be detrimental 
to the consumer, and call for suppression by the State ; others 
fail to come up to the expectations of those introducing them, 
and speedily disappear ; but others represent an advance of 
real value to the community, though damaging to established 
interests, and these it is most important to foster. 

Legal Intervention 

There are certain types of unfair trading where, from a 
mixture of motives, the law has intervened to protect the 
community. These cases cover, broadly speaking, examples 
of out-and-out fraud on the consumer. Thus, he is protected 
to some extent against the misdescription and adulteration of 
certain commodities under such measures as the Sale of Food 
and Drugs Act, 1875. In order to ensure that injurious 
substances are not put into foodstuffs, or that certain products 

1 W. H. S. Stevens, Unfair Competition, p. 8 . A somewhat similar view 
seems to have been held by Marshall who speaks of “ competition with 
destructive aims, in which each would go to some trouble and expense in 
order so to hurt others, as to clear the field for his own advance. The largest 
and most savage developments of destructive competition on record have 
been incidents in campaigns for crushing inconvenient competitors by a 
Juggernaut car of combination striving for monopoly.” Industry and Trade , 
P- 653- 

*Social Control of Business , p. 155. 
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do not masquerade as something else, public analysts are 
appointed throughout the country to take samples and to 
report upon them. In certain cases, regulation may take the 
form of prescribing standards to which all producers must 
conform. In the majority of cases, however, a Departmental 
Committee 1 has concluded that "... the main thing to be 
aimed at is that the public when buying any important 
article of food, should know what they are getting/' Producers, 
then, should be free to vary their products, but consumers 
should be given a clear intimation of what they are buying. 
In some cases, however, this may not be sufficient as where the 
consumer has not the necessary technical knowledge to assess 
the true worth of the declared constituents. This would apply 
with special force to pharmaceutical preparations. Such measures 
as these are a departure from the old legal maxim of caveat 
emptor , and are designed to afford some measure of protection 
to the non-expert consumer in making purchases where such 
protection has been deemed to be in the public interest. 

The Food and Drugs Act, 1938, made provision for the 
prosecution of anyone selling food or drugs under a label with 
a false or misleading description and, following the recom¬ 
mendations of the Departmental Committee of 1934, 2 extended 
the offence to the publication of advertisements of the 
commodity. 3 No offence was committed, however, until a 
sale was actually made. In 1943, however, the Minister of 
Food made an order 4 making it an offence to expose for sale 
any article of food bearing a false description on a label or in 
an advertisement, and the offence included not only mis¬ 
statements as to its nature, substance or quality, but also its 
nutritional or dietary value. It was stated that " The necessity 
for restricting claims or suggestions in advertisements regarding 
the presence of vitamins and minerals in a food is in part the 
direct consequence of the Government's nutritional policy . . . 
This policy must not be exploited in relation to foodstuffs 
where the protective element is absent or present in ineffective 
quantity." 5 

1 Report of the Departmental Committee on the Composition and 
Description of Food, Cmd. 4564, p. 8. 

•Cmd, 4564, p. 10. 3 Section 6 (2). 

4 Defence (Sale of Food) Regulations, S. R. & O. No. 1553, 1943. 

•The Labelling and Advertising of Foods, Cmd. 6482, p. 3. 
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In 1941, the growing shortage of many types of foodstuffs 
promoted the sale of a variety of “ substitutes ” the value of 
many of which would appear to have been purely psychological. 1 
An order was made prohibiting the manufacture of food sub¬ 
stitutes except under licence. This is but a special war-time 
aspect of a more general problem, for it has long been a subject 
for complaint that many commodities were being marketed 
for which impossible claims were being made. These rarely 
came into the British courts of law and, when they did, the 
cause of action was usually something other than the 
misleading claim. 2 Sometimes, it is true, the claim is of such 
a character as to merit the plea that no sensible person would 
be deceived by it. Yet, inasmuch as the supplier has often 
incurred considerable outlay in order to make the claim, one 
would infer that, in his opinion, there are enough people of 
sufficiently limited intelligence to make it worth his while to 
incur the expenditure. 

Again, legislative intervention has occurred in respect of 
weights and measures. Protection here is called for both from 
the point of view of the consumer and from that of the honest 
trader. In the absence of some form of protection the 
possibilities of illicit profits are considerable. For example, a 
Report by the Food Council in 1926 instanced the case of milk 
being sold in bottles 73 per cent of which were found too small 
to hold a pint. From the firm's own records of the quantity 
of milk sold and assuming that 50 per cent only of the bottles 
used were deficient to the extent of those tested, it was 
calculated that the firm could make an extra profit from short 
measure of £1400 per annum. 3 

Protection assumes two forms according as goods are sold 
pre-packed or are weighed at the time of purchase. When 
goods are sold pre-packed the consumer has no means of 
knowing at the time of purchase, what the net weight of 

1 A Bootle firm, for instance, was convicted of selling an egg substitute 
powder consisting of baking powder and colouring matter. The Economist, 
18th October, 1941, p. 471. 

2 For example, Wood v. Letrik, Ltd. (unreported), wherein an advertisement 
gave a £500 guarantee that the electric comb sold by the firm would restore 
the colour of the user’s hair within ten days. The defendants pleaded un¬ 
successfully that the contract was void for impossibility, when called upon 
to implement the guarantee. 

s Short Weight and Measure in the Sale of Foodstuffs, Cmd. 2591, pp. 7-8# 
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commodity purchased really is after due allowance has been ' 
made for the weight of the packing. Moreover, only in 
exceptional circumstances is the consumer likely to weigh the 
contents for himself. Consequently, it is open for producers 
or distributors to take advantage of this indifference on the 
part of consumers to reduce the contents of packages with the 
object of selling either at the old price and securing a disguised 
price increase, or reducing the price whilst also reducing the 
contents in an attempt to secure additional business by 
presenting the illusion of a price reduction per unit of weight 
purchased. This may be countered either by insisting that 
certain commodities must be packed in specified weights, or 
that the net weight must be indicated clearly on the package. 
When goods are weighed at the time of purchase, protection is 
needed to ensure the accuracy of the weighing appliances. To 
this end, local authorities have been made responsible for 
appointing inspectors of weights and measures who are 
empowered at all reasonable times to inspect weights and 
weighing and measuring instruments in use on trading 
premises. It is obvious that no objection can be taken to 
measures of this kind which, by preventing fraud, increase the 
fairness of competition and protect the consumer. 

“ Passing Off ” Offences 

Another type of competition regarded as unfair and provided 
with a legal remedy is that whereby one trader attempts to 
deceive the public by passing off his goods as being those of 
another. The great majority of cases of this type arise in 
connection with trade marks, though the protection afforded is 
wider than this and applies whenever goods have become 
associated in the mind of the public with a particular trader. 
There would appear to be two types of case involved. First, 
where the goods sold are identical with those which they purport 
to be so that the consumer is not injured though the producer 
whose property is “ infringed ” is, on account of the extra 
competition. Secondly, there is the case where inferior goods 
are sold under the wrong description so that the consumer is 
deceived and the producer is injured in his reputation. 

The law seeks to protect property against invasion on the 
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view that the competitor who imitates the trade name of the 
product of another unjustifiably diverts to himself part of the 
business that would have gone to the trader first in the field. 
To the extent that such a law protects the community against 
fraud in the form of passing off an inferior article as a brand 
of repute, it is certainly justified, but what of the case where 
there is no such fraud ? At first sight, it seems “ fair ” that 
a firm which produces an article and associates it in the mind 
of the public with a particular trade name should enjoy the 
exclusive right to the goodwill arising therefrom, yet it is 
important that the economic implications of this policy should 
be realized. The law is, by its action, preserving a monopoly 
and the profits which arise from monopoly. It may be that 
the policy can be justified, but evidently the deliberate 
creation of private monopoly rights by the State must call for 
a very strong justification. Presumably it will be urged that 
the policy protects the public by enabling them to avoid 
merchandise which does not suit their requirements, but then 
the question inevitably arises—is this the only and the best 
way ? Is any alternative line of action possible which will not 
expose the community to such serious danger of abuse ? 

To the extent that one producer imitates the product of 
another exactly , “ particular ” standardization develops into 
“ general ” standardization, 1 and the monopoly profits arising 
from product differentiation are reduced. The ostensible aim 
of the law is to indicate the origin of the article and the Trade 
Marks Act, 1938 (Section 68) defines a trade mark as " a mark 
used or proposed to be used in relation to goods for the purpose 
of indicating, or so as to indicate, a connection in the course 
of trade between the goods and some person having the right 
either as proprietor or as registered user to use the mark, 
whether with or without any indication of the identity of 
that person . . . ” Whatever may be the intention of the law, 
the result is vastly different. As Professor Chamberlin points 
out: “ The purchaser of ‘ Lux ' probably does not even know 
that it is made by Lever Brothers Company ... If the identical 
product were made by another company, put up in the same 
box and given the same name so as to guard against his being 
foolishly deluded, he would be equally ready to take it. The 

x The terms are employed by Professor Marshall, Industry and Trade, p. 201. 
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name stands for a certain quality, a certain product, not a 
certain producer, and to permit only one producer to, use the 
nam6 is to grant him a monopoly of this product. The law 
does vastly more than to identify/' 1 This is borne out by the 
fact that the Act permits the assignment of trade marks from 
one business to another. 

There are, of course, limits to the permissible monopoly. At 
common law, when the trade name is of a descriptive character 
the law will not give protection unless it can be shown that 
it is exclusively associated with the plaintiff's goods and does 
not apply to a class of goods. 2 Again, Section 15 of the 
Act provides that the owners of trade marks of patented 
articles which become the only practicable name of the 
article shall lose their protection on the lapse of the patent. 
A purely descriptive name may not be protected, unless it has 
acquired a secondary meaning that indicates the goods of a 
particular trader. Thus, in one case, the plaintiffs had for a 
number of years manufactured belting, which they sold as 
" Camel Hair Belting," so that in the trade this particular 
name was associated with the plaintiff’s goods. When the 
defendant also began to manufacture belting under a similar 
name, he was restrained from using the words “ Camel Hair " 
unless he was prepared to add particulars to distinguish his 
product. 3 In a later case, however, it was sought to restrain 
the agent of a Belgian maker from a similar action. In this 
instance the plaintiffs failed, for the name of the foreign maker 
was appended to the description of the goods, and this dis¬ 
crimination was held to be sufficient. 4 Again, no person will 
be permitted to use a trade mark or trade name of such a 
character as to be liable to be confused with an existing mark. 6 

x The Theory of Monopolistic Competition, pp. 220-1. 

2 The following names were protected by the Court: Fruit Salt, Camel Hair, 
Liebig Co’s. Extract of Meat, Vacuum Oil. On the other hand, in the following 
cases the Court refused protection : Nourishing Stout, Flaked Oatmeal, Naptha 
Soap, Bile Beans, Malted Milk, Shredded Wheat. 

*Reddaway v. Burnham , [1896], A.C. 199. 

4 Rcddaway v. Hartley (1930), 48 R.P.C. 283 (C.A.). 

6 The following are examples of misleading names of which the latter were 
prohibited by the Court from being used :— 

Stephen’s Blue Black and Steelpens Blue Black. 

Cacaotine and Cocoatina 
Appollinaris and London Apollinaris. 

Camel Hair and Karmel-Hair. 

B.S.A. and B.A.S. 

Iron-Ox Tablets and Iron Oxide Tablets. 
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In all of this, where the design is to mislead the public it is 
right that the law should be invoked, but what of the case 
where no such deception occurs ? In such circumstances, 
Professor Chamberlin has suggested that it would be better if 
the exclusive use of a trade mark were permitted for a limited 
period of time, say for five years, after which anyone should 
be free to produce the identical product and employ the same 
name. 1 This would have the effect of creating a kind of grade, 
although one of a very unscientific character. There is 
obviously nothing whatever to prevent two makes of goods 
which are objectively identical, being designated by a different 
trade name. In any case, as Chamberlin himself admits, there 
is no likelihood of this suggestion being regarded as feasible. 
The alternative, therefore, is the definition of standards of 
quality by law. These might be compulsory for all producers, 
with the attendant danger of checking desirable innovations. 
Alternatively, the use of such standards might be permissive, 
.in which case they might not be used, especially if the goods had 
to be sold at controlled maximum prices to force more 
efficient distribution. 2 For all this however, it is clear, that 
the legal protection for trade marks and trade names, which 
appears at first sight to be so desirable, produces repercussions 
in the economic system which are by no means in the public 
interest. 

“Legitimate 99 Trade Channels 

In certain conditions of the market, the evolution of specialist 
distributing agencies becomes the most economical method of 
handling trade, but changes in economic institutions, such as 
the growth of large-scale retailing units or the development 
of new transport agencies, lead to experiments with new 
methods of more direct distribution and a proportion of such 
experiments is successful. Specialized intermediaries threat¬ 
ened in this way may endeavour to protect their position by 
attempting to secure the recognition of a business hierarchy 
composed of grades of members with well-defined functions. 
The threatened intermediaries may endeavour to secure 

1 Chamberlin > loc. cit., pp. 221-2. 

2 W. A. Lewis, “ Competition in Retail Trade," Economica, Vol. XII, 1945, 
P- 234. 
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recognition of a classified list of “approved" dealers all of 
whom conform to certain predetermined standards ^uid who 
alone are eligible for “ trade " terms. 

Such attempts at classification may serve a variety of 
purposes. They may be used as a weapon against the part- 
time trader who attempts to run a retail business in his spare 
time from his own home. It is contended that such a person 
is not a “regular " dealer fulfilling all the obligations of the 
trade. This, of course, immediately raises the question as to 
what these obligations are. The type of requirement which 
is commonly held in mind is provided by “ Draft Conditions 
of Trading " which were under consideration by the National’ 
Association of Cycle and Motor Cycle Traders in 1938. 
According to this, a bona fide cycle trader is one who (a) at 
least has suitable premises for the sale and display of stock; 
(1 b ) holds a representative stock of current cycles and accessories 
and specialities ; (c) is open at all reasonable hours for public 
service and devotes his time mainly to the business or provides 
adequate staff therefor. In the case of a newcomer, the stock 
must not be less than £100 (retail) value, and at least three 
current model bicycles must be separately displayed all the 
year round, except in towns of under 5000 population. 1 Here 
the essential tests are seen to be minimum stocks, definite 
premises, and virtually full-time service of the proprietor. Yet, 
innovations in the technique of retailing generally take the 
form of a variation of existing services, but the general adoption 
of “ codes " of this type would obviously preclude any experi¬ 
ments of this kind ; any reduction or increase of services 
rendered is usually condemned as “ unfair trading/' and if 
such a code were enforceable, could be prevented from taking 
place at all. 

Another use of the device is to protect the public against 
possible serious consequences arising from the activities of the 
“ unqualified." A much publicized example of an activity 
where the public obviously needs protection is in the sale of 
drugs and poisons, so that all registered pharmacists dealing 
in such things must be members of the Pharmaceutical Society. 
But from a control of educational qualifications to a control of 
business interests is an easy step and envious glances have been 

1 See Manchester Guardian Commercial, 23rd September, 1938. 
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cast at the very large trade in patent medicines which is carried 
on outside the " regular ” pharmaceutical business. Suggestions 
have been made that the sale of all such products should be 
restricted to pharmacists and should be subject to price control 1 
—a plan which, if adopted, would provide the sort of water¬ 
tight monopoly for which the organizers of any trade association 
yearn. To give the pharmacist an unassailable professional 
status is highly desirable in the public interest, but he should 
not be provided with the means to use this to further his 
business ends and, under the guise of claiming to protect 
the public, devising a system of protecting himself. But 
this type of device is not limited to pharmacists, and attempts 
have been made to apply the same idea to undertakers, shoe 
repairers, hairdressers, photographic dealers and others. 2 
Clearly if, in any trade, members can be given “ professional ” 
status under a code which excludes “ unqualified ” interlopers, 
control can be made absolute. In any trade where the article 
is expensive and where the consumer has to rely on the dealer 
for guidance in making his purchase, there is a case for 
retailers being distinguished by some certificate of competency, 
leaving the members of the public to deal elsewhere at their 
own risk. But, as Dr. W. A. Lewis points out, “ such tests must 
be conducted independently, and not by interested parties/' 3 
Another manifestation of the same problem is the question 
of “ poaching " whereby concerns primarily interested in one 
line of business take on “ side-lines ” appropriate to other 
trades. This, of course, is but a particular application of the 
general tendency already noted whereby businesses extend 
into other fields of activity. In 1941, following the First 
Interim Report of the Retail Trade Committee, 4 the Govern¬ 
ment made an Order 5 preventing established traders from 
selling categories of goods which they had not previously sold. 
This was in the interests of economy in war-time distribution. 
Many retail trade associations would like to see such a 
measure perpetuated and strengthened to stop existing en¬ 
croachments. Here again, it is argued, a given line of goods can 

1 See The Pharmaceutical Journal, 13th December, 1941. 

*See H. Levy, Retail Trade Associations, Chapter 16. 

% Economica t Vol. XII, 1945, P- 226. 

«p. 2. 

^Location of Retail Premises, No. 2 Order, 1941. 
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be handled properly only by those who have specialized in such 
trade. This argument cannot obviously carry very much 
conviction where the bulk of the trade is in branded goods 
where the consumer largely chooses for himself—or at all 
events, is more or less gently persuaded to make his choice 
by the wiles of the advertising manufacturer. In any case, 
however, the so-called “ evil ” is so widespread that it would 
entail a complete dislocation of established trading methods 
to introduce compulsory specialization. In any case, those 
who urge such plans are almost invariably offenders on their 
own account. The pharmacists, for example, who, as already 
stated, would like to control the entire trade in proprietary 
medicines, sell in addition to their “ legitimate ” lines, 
photographic materials, soap, leather goods, and even hard¬ 
ware. In any case, it is difficult to show in the vast 
majority of cases that such “ poaching ” is contrary to 
the public interest as distinct from that of the traders 
affected. To illustrate the point involved by taking an 
extreme example, should the village general shop, dealing in 
an unusually wide range of goods, be compelled to split up into 
a series of specialized establishments ? Obviously, in such a 
case, the public interest would suffer. 

Yet another aspect of the matter is provided by attempts 
at a “ functional ” classification of dealers in order to 
distinguish between retailers and wholesalers. Attempts of 
this kind have frequently been made by wholesalers with the 
object of eliminating direct sales to retailers and sometimes 
with the object of curtailing the activities of group buying 
associations. In such a classification, these latter would be 
described as “ retailers ” and would receive the retail margin 
only. In like manner, large-scale retailing organizations would 
get no benefit from acting as their own wholesalers. In the 
event of any manufacturer’s refusing to recognize the official 
classification, or if he breaks faith with the association, then 
attempts at coercion are likely, such as the imposition of a 
boycott on' his goods by all members. The success of such 
tactics must evidently depend upon the power of the association 
to obstruct the sales of the producer and also on the relative 
value of the business which he gains through different channels. 
In any case, the device is opposed to the public interest, since 



312 THE ADMINISTRATION OF BUSINESS ENTERPRISE 

it visualizes an ossification of existing trade channels. From 
an administrative point of view, too, it gives rise to the greatest 
possible complexities and, in the final analysis, any classification 
must rest upon a series of purely arbitrary decisions. Again, 
“ unorthodox ” modes of distribution may be so important to 
manufacturers that they have to be supplied. An outstanding 
example of this is to be found in the trade in sports goods 
where the goodwill of coaches, groundsmen, schools, and the 
secretaries of athletic associations is of the greatest importance. 1 

Full-line Forcing 

Every business man aims at securing a circle of “ loyal ” 
customers, that is, a group of customers who show a preference 
in his favour. This preference may have a definite cash value 
for him, as where they do not compare his prices too closely 
with those of his rivals ; at least, it will mean that so long as 
he charges the prevailing prices he gets the orders without the 
necessity for wasting the valuable time of salespeople in per¬ 
suading the prospective customer to place the order with the 
firm. As a general rule, this goodwill has to be built up on 
the basis of service, and calls for constant vigilance on the part 
of the entrepreneur. 

To this fact we may trace the search for means of securing 
by compulsion the allegiance of customers to the firm whereby 
they can be prevented from yielding to the blandishments of 
rivals. This has led to the evolution of various “ tying ” 
devices which are destructive of competition and are, therefore, 
fittingly described as unfair trade practices. 

A case in point is the policy of “ full-line forcing ” which 
may arise where one concern develops the production of a 
group of related products which are capable of being sold to 
a single group of customers. If, then, the firm has a virtual 
monopoly in the sale of one line, it may seek to use its power 
to compel its customers to purchase all the lines which it 
handles. The well-known case of the United Shoe Machinery 
Company affords an excellent illustration of this policy. This 
concern, through its constituent companies, supplied practically 
all the thirteen or more machines used in boot and shoe manu- 

1 See The Manchester Guardian Commercial, 16th September, 1938. 
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facture, whilst independent competitors varied from one 
machine to another. The company had therefore the great 
advantage of being able to supply a complete line of machines 
to manufacturers and the advantage was consolidated by a 
system of leasing machines to customers instead of selling them 
outright. The schedule of rentals was so arranged that it 
paid the lessee to obtain all his machines from the United Shoe 
Machinery Company, rather than to buy from other companies. 
Later, the same company attempted to insist upon the 
exclusive use of its own supplies, for example, tacks, for its 
own machines. The practice of block booking in the film 
industry is a further example of the same thing. Here again 
the producer or distributor refuses to hire individual films 
separately but insists that the exhibitor must book all or none 
of his products. There is no harm in offering exhibitors special 
inducements to book more than one picture at a time, but it 
is an entirely different thing for a distributor to require an 
exhibitor to book certain films as a condition of renting the 
film which he really requires. 1 

A further variation of " full-line forcing ” occurs where the 
company insists that certain supplies must be used with its 
machines on the ground that these are necessary for its 
efficient operation, and that its own goodwill must be affected 
if unsatisfactory results are obtained with other supplies. This 
type of claim is frequently met in manufacturers' advertising, 
where they have no means of compelling consumers to buy 
the operating supplies in question. If the claim is justified, 
there would seem to be no valid ground for a compulsory 
“ tying ” agreement in such a case, since most users will 
purchase the most appropriate supplies, even though they may 
experiment with others from time to time. The truth of the 
matter is that where such agreements are capable of being 
enforced, the producer concerned is aware of the probability 
of alternative supplies of a satisfactory character being evolved 
if the customer is left free to buy where he pleases, and takes 
measures accordingly to remove this freedom. Once again, 
the result is the frustration of competition and the consolidation 
of monopoly. 

1 See Report of a Committee appointed by the Cinematograph Filins 
Council, p. 17. 
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